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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1 863  as  a  bureau  of  the  Department  of  the 
Treasury.  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent  of 
the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Take  supervisory  actions  against  banks  that  do  not 
conform  to  laws  and  regulations  or  which  other¬ 
wise  engage  in  unsound  banking  practices,  in¬ 
cluding  removal  of  officers,  negotiation  of 
agreements  to  change  existing  banking  practices, 
and  issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks. 


The  Comptroller 

Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  the  Neighborhood  Reinvestment  Corporation.  The 
Comptroller  also  serves  as  a  member  of  the  Federal 
Financial  Institutions  Examination  Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of 
Covington  and  Burling  in  Washington,  D.C.,  where  he 
was  a  partner  beginning  in  1981.  He  specialized  in 
intellectual  property  law,  banking,  and  international 
trade.  He  has  written  numerous  articles  on  banking  and 
finance  for  scholarly  journals  and  trade  publications, 
and  served  as  a  guest  lecturer  at  Yale  and  Harvard  Law 
Schools  and  Georgetown  University’s  International  Law 
Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a  B.  A. 
magna  cum  laude  from  Haverford  College  in  Pennsyl¬ 
vania.  He  received  a  Keasbey  scholarship  to  attend 
Oxford  University,  where  he  studied  politics,  philoso¬ 
phy,  and  economics  and  earned  a  B.A.  and  M.A.  He 
holds  an  LL.B.  from  Yale  University,  where  he  served  as 
editor  of  the  Yale  Law  Journal  and  chairman  of  Yale 
Legislative  Services. 


The  Quarterly  Journai\s  the  journal  of  record  for  the  most  significant  actions  and  policies  of  the  Office  of  the  Comptroller  of 
the  Currency.  It  is  published  four  times  a  year  in  March,  June,  September  and  December.  The  Quarterly  Journal  includes 
policy  statements,  decisions  on  banking  structure,  selected  speeches  and  testimony,  material  released  in  the  interpre¬ 
tive  letters  series  statistical  data  and  other  information  of  interest  to  the  administration  of  national  banks.  Suggestions, 

'//'  . . s  :  /  i  nt  may  be  sent  to  Claire  Emory,  Senior  Writer/Editor,  Communications  Division,  Comptroller 

20219.  Subscriptions  are  available  for  $60  a  year  by  writing  to  Publications — GJ, 
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Operations  of  National  Banks 


National  banks’  earnings  remained  strong  in  the  first 
quarter  of  1993.  Preliminary  operating  results  of  3,262 
national  banks  show  that  dropoffs  in  noninterest  income 
and  net  interest  income  were  offset  by  reductions  in 
noninterest  expenses  and  loan  loss  provisions.  The 
strength  in  earnings  was  widespread.  One-third  of  all 
national  banks  recorded  an  annualized  quarterly  return 
on  equity  (ROE)  over  15  percent,  and  only  four  percent 
of  all  national  banks  lost  money  in  the  quarter. 

National  bank  assets  increased  by  $66.4  billion  in  the 
first  quarter,  an  annualized  rate  of  growth  of  more  than 
12  percent.  However,  over  two-thirds  of  the  increase 
was  due  to  the  adoption  of  new  accounting  standards 
for  trading  accounts.  Excluding  that  accounting 
change,  assets  grew  at  a  slower  pace  in  the  first  quarter 
than  in  the  previous  three  quarters.  Total  loan  volume 
increased  for  the  fourth  consecutive  quarter.  Commer¬ 
cial  and  industrial  loans  and  consumer  loans  in¬ 
creased,  but  real  estate  loans  decreased. 

Profits  Remained  Strong 

National  banks  earned  $6.52  billion  in  the  first  quarter 
of  1994,  down  $0.07  billion  from  the  previous  quarter, 
and  $0.40  billion  less  than  the  record  set  in  the  third 
quarter  of  1993.  The  aggregate  annualized  quarterly 
ROE  for  national  banks  in  the  first  quarter  was  15.8 
percent.  This  was  the  fifth  consecutive  quarter  that 
national  banks  earned  over  $6  billion  and  recorded 
ROE  greater  than  15  percent.  Earnings  remained 
strong  because  decreases  in  noninterest  income  and 
net  interest  income  were  offset  by  declines  in  noninter¬ 
est  expenses  and  loan  loss  provisions. 


Net  income 


$  Billions 


Source:  call  reports 


Noninterest  income  declined  by  $0.71  billion  from  the 
previous  quarter  to  $1 1 .34  billion  in  the  first  quarter.  The 
decline  in  noninterest  income  was  due  primarily  to  a  41 
percent  decline  in  trading  revenues.  Fee  income  also 
decreased,  by  4  percent. 


Net  interest  margin  * 


Source:  call  reports 


Net  interest  income  dropped  by  $0.24  billion  to  $20.35 
billion.  The  net  interest  margin,  defined  as  the  ratio  of 
net  interest  income  to  average  assets,  declined  by  15 
basis  points  from  the  previous  quarter  to  3.83  percent. 
However,  4  basis  points  of  the  decline  are  attributable 
to  the  change  in  accounting  standards  for  trading  ac¬ 
counts  that  boosted  assets  in  the  first  quarter. 

Noninterest  expenses  decreased  by  $1.00  billion  to 
$20.50  billion,  and  loan  loss  provisions  fell  by  $0.57 
billion  to  $1 .45  billion.  Reductions  in  noninterest  expen¬ 
ses  and  loan  loss  provisions  are  unlikely  to  continue  to 
be  such  a  large  source  of  earnings  strength.  It  is  the 
normal  seasonal  pattern  for  noninterest  expenses  and 
loan  loss  provisions  to  be  lower  in  the  first  quarter  than 
in  the  previous  fourth  quarter.  Also,  although  improving 


Loan  loss  provision 

$  Billions 


Source:  call  reports 
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Noninterest  expense 
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credit  quality  continues  to  boost  earnings  through  lower 
provisions,  the  rate  of  improvement  has  slowed.  Total 
noncurrent  loans  fell  $1.7  billion  in  the  first  quarter  to 
$24.6  billion,  the  smallest  quarterly  decrease  since  the 
second  quarter  of  1992. 

Assets  and  Loans  Rose  Moderately 

Excluding  the  $44.9  billion  increase  in  assets  due  to  the 
adoption  of  new  accounting  standards  for  trading  ac¬ 
counts,  national  bank  assets  increased  by  $21 .6  billion 
dollars  in  the  first  quarter,  an  annualized  growth  rate  of 
4.1  percent.  Over  the  last  three  quarters  of  1993,  na¬ 
tional  bank  assets  increased  at  an  annualized  rate  of 
growth  of  7.8  percent. 

Loans  outstanding  rose  $3.9  billion  in  the  first  quarter 
to  $1,274.5  billion,  the  fourth  consecutive  quarterly 
increase.  However,  the  annualized  rate  of  increase  in 
loans  in  the  first  quarter  slowed  considerably  from  the 
annualized  rate  of  increase  over  the  previous  three 
quarters  —  1 .2  percent  compared  to  9.6  percent.  Also, 
for  the  first  time  in  three  quarters,  loans  outstanding 


increased  less  in  the  quarter  than  national  banks’ 
securities  holdings,  which  rose  by  $9.9  billion. 

Loan  growth  varied  by  loan  type  and  region  in  the  first 
quarter.  Commercial  and  industrial  loans  increased  by 
$9.1  billion  to  $353.0  billion,  and  consumer  loans  rose 
by  $1.9  billion  to  $252.5  billion.  Total  real  estate  loans 
decreased  by  $2.6  billion  $524.5  billion.  Total  loans 
outstanding  rose  in  three  regions  —  the  Northeast, 
Southeast,  and  Central  —  and  decreased  in  three 
regions  —  the  Midwest,  Southwest,  and  West. 

Increase  in  Capital  Slowed 

National  banks  once  again  used  their  strong  earnings 
to  build  equity  capital  in  the  first  quarter.  However, 
equity  capital  increased  by  $1 .8  billion  to  $1 66.8  billion, 
the  smallest  increase  since  the  third  quarter  of  1991. 
The  slower  increase  was  due  in  part  to  the  adoption  of 
FAS  115,  which  requires  that  securities  held  in  a  bank’s 
available-for-sale  account  be  valued  at  their  current  fair 
value.  Net  unrealized  gains  on  available  for  sale 
securities  decreased  equity  capital  by  $0.7  billion. 
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Aggregate  capital  ratios  were  affected  by  the  adoption 
of  the  new  accounting  standard  for  trading  accounts. 
The  aggregate  equity-to-assets  ratio  decreased  by  16 
basis  points  from  7.85  percent  to  7.69  percent.  The 
aggregate  leverage  ratio  fell  by  7  basis  points  from  7.41 
percent  to  7.34  percent.  If  the  effect  of  the  accounting 
change  is  excluded,  the  equity-to-assets  ratio  rises  to 
7.86  percent  and  the  leverage  ratio  rises  to  7.50  per¬ 
cent. 
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Aggregate  performance  data  for  national  banks 
(Data  through  first  quarter  of  each  year) 


1989 

1990 

1991 

1992 

1993 

1994 

Industry  Structure 

Number  of  banks . 

4,297 

4,111 

3,953 

3,740 

3,530 

3,262 

Number  of  banks  with  losses . 

511 

528 

509 

314 

220 

145 

Number  of  failed/assisted  banks . 

33 

22 

13 

9 

6 

0 

Income  Statement  ($  Billions) 

Year-to-Date: 

Net  income . 

4.32 

3.33 

2.96 

3.97 

6.33 

6.52 

Net  interest  income . 

16.75 

16.91 

17.33 

19.04 

20.05 

20.35 

Noninterest  income . 

7.40 

8.64 

8.93 

9.89 

10.74 

1 1.34 

Noninterest  expense . 

15.79 

16.98 

17.96 

19.23 

21.21 

20.50 

Loan  loss  provision . 

2.45 

4.12 

4.62 

4.79 

2.80 

1.45 

Gains  on  securities  sales,  net  . 

0.02 

0.07 

0.27 

0.68 

0.53 

0.36 

Extraordinary  income,  net  . 

0.16 

0.11 

0.34 

0.11 

1.51 

-0.04 

Net  loan  loss . 

2.59 

4.38 

4.19 

4.14 

2.49 

1.47 

First  Quarter: 

Net  income . 

4.32 

3.33 

2.96 

3.97 

6.33 

6.52 

Net  interest  income . 

16.75 

16.91 

17.33 

19.04 

20.05 

20.35 

Noninterest  income . 

7.40 

8.64 

8.93 

9.89 

10.74 

11.34 

Noninterest  expense . 

15.79 

16.98 

17.96 

19.23 

21.21 

20.50 

Loan  loss  provision . 

2.45 

4.12 

4.62 

4.79 

2.80 

1.45 

Gains  on  securities  sales,  net  . 

0.02 

0.07 

0.27 

0.68 

0.53 

0.36 

Extraordinary  income,  net  . 

0.16 

0.11 

0.34 

0.11 

1 .51 

-0.04 

Net  loan  loss . 

2.59 

4.38 

4.19 

4.14 

2.49 

1.47 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity  . 

15.71 

11.49 

9.73 

12.28 

17.15 

15.82 

Return  on  assets . 

0.93 

0.68 

0.60 

0.80 

1.28 

1.23 

Net  interest  margin . 

3.62 

3.44 

3.52 

3.84 

4.05 

3.83 

Loss  provision  to  loans . 

0.82 

1.30 

1.45 

1.57 

0.95 

0.46 

Net  loan  loss  to  loans . 

0.87 

1.39 

1.32 

1.35 

0.84 

0.46 

Noncurrent  loans  to  loans  . 

3.13 

3.33 

4.34 

4.07 

3.19 

1.93 

Loss  reserves  to  loans . 

2.43 

2.52 

2.64 

2.84 

2.79 

2.48 

Loss  reserves  to  noncurrent  loans . 

77.89 

75.72 

60.88 

69.65 

87.37 

128.80 

Loans  to  assets . 

64.34 

64.35 

64.86 

61.31 

59.70 

58.78 

Loans  to  deposits . 

84.12 

84.80 

83.01 

77.87 

77.94 

81.23 

Equity  to  assets . 

6.01 

6.00 

6.26 

6.60 

7.65 

7.69 

Estimated  leverage  ratio . 

N/A 

5.79 

5.90 

6.25 

7.10 

7.34 

Estimated  risk-based  capital  ratio . 

N/A 

8.64 

9.32 

10.36 

12.03 

12.61 

Note:  1994  data  are  preliminary. 

Regulatory  and  Statistical  Analysis  (06/08/94) 
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Aggregate  condition  data  for  national  banks 
(Data  through  first  quarter  of  each  year) 


1989 

1990 

1991 

1992 

1993 

1994 

Balance  Sheet  ($  Billions) 

Assets . 

1,857.69 

1,977.12 

1,957.26 

1,985.97 

1 ,985.80 

2,168.48 

Loans  . 

1,195.17 

1,272.22 

1,269.51 

1,217.63 

1,185.59 

1,274.52 

Real  estate  (RE)  . 

422.77 

475.45 

504.64 

503.48 

494.13 

524.47 

Commercial  &  industrial  (C&l) . 

377.18 

391.57 

379.63 

343.37 

331.81 

353.04 

Consumer  (cnsmr) . 

232.84 

246.14 

235.64 

229.69 

227.40 

252.48 

Noncurrent  loans . 

37.35 

42.33 

55.10 

49.60 

37.82 

24.59 

Noncurrent  RE  loans . 

11.73 

17.18 

28.13 

27.07 

22.07 

14.77 

Noncurrent  C&l  loans . 

13.60 

14.08 

18.57 

15.33 

10.15 

5.63 

Noncurrent  cnsmr  loans  . 

2.68 

3.08 

3.37 

3.44 

3.10 

2.84 

Other  real  estate  owned . 

7.17 

9.15 

16.44 

18.43 

16.44 

9.74 

Securities  not  in  trading  account'  . 

280.11 

303.96 

323.26 

372.78 

419.93 

447.04 

Total  liabilities . 

1,746.02 

1 ,858.38 

1,834.69 

1,854.96 

1,833.94 

2,001.65 

Total  deposits . 

1,420.72 

1,500.25 

1,529.32 

1,563.58 

1,521.20 

1,568.95 

Domestic  deposits . 

1,222.42 

1,294.23 

1,335.51 

1,368.05 

1,328.40 

1,340.91 

Loan  loss  reserve . 

29.09 

32.06 

33.55 

34.55 

33.04 

31.67 

Equity  capital . 

111.59 

118.66 

122.56 

131.00 

151.85 

166.83 

Total  capital . 

N/A 

N/A 

151.95 

159.04 

180.40 

198.46 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

8.05 

-2.45 

-30.22 

0.72 

-20.98 

66.45 

Loans  . 

7.68 

-1.90 

-9.07 

-13.63 

-9.49 

3.85 

Noncurrent  loans . 

1.27 

1.32 

3.27 

-0.80 

-2.29 

-1.74 

Other  real  estate  owned . 

0.43 

-0.07 

1.99 

0.76 

-0.72 

-0.76 

Securities  not  in  trading  account'  . 

4.77 

9.48 

10.32 

12.57 

16.09 

9.93 

Total  liabilities . 

4.84 

-7.18 

-32.56 

-3.07 

-27.78 

64.61 

Total  deposits . 

2.83 

-5.37 

-29.24 

-9.66 

-30.49 

-8.12 

Loan  loss  reserve . 

-0.80 

-0.39 

-0.68 

0.70 

-0.02 

0.11 

Equity  capital . 

3.21 

4.74 

2.34 

3.78 

679 

1.84 

Total  capital . 

N/A 

N/A 

2.52 

3.80 

7.05 

3.91 

First  Quarter  Changes: 

Assets . 

8.05 

-2.45 

-30.22 

0.72 

-20.98 

66.45 

Loans  . 

7.68 

-1.90 

-9.07 

-13.63 

-9.49 

3.85 

Noncurrent  loans . 

1.27 

1.32 

3.27 

-0.80 

-2.29 

-1.74 

Other  real  estate  owned . 

0.43 

-0.07 

1.99 

0.76 

-0.72 

-0.76 

Securities  not  in  trading  account' . 

4.77 

9.48 

10.32 

12.57 

16.09 

9.93 

Total  liabilities . 

4.84 

-7.18 

-32.56 

-3.07 

-27.78 

64.61 

Total  deposits . 

2.83 

-5.37 

-29.24 

-9.66 

-30.49 

-8.12 

Loan  loss  reserve . 

-0.80 

-0.39 

-0.68 

0.70 

-0.02 

0.11 

Equity  capital . 

3.21 

4.74 

2.34 

3.78 

6.79 

1.84 

Total  capital . 

N/A 

N/A 

2.52 

3.80 

7.05 

3.91 

'Beginning  in  1994,  securities  classified  by  banks  as  ”held-to-maturity''  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale"  are  valued 
at  their  current  fair  value. 

Note:  1994  data  are  preliminary.  Regulatory  and  Statistical  Analysis  (06/08/94) 
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Aggregate  performance  data  for  national  banks  by  size 
(Data  through  first  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $  10B 

Total 

1993 

1994 

1993 

1994 

1993 

1994 

1993 

1994 

1993 

1994 

Industry  Structure 

Number  of  banks . 

2,184 

1,953 

1,140 

1,099 

168 

173 

38 

37 

3,530 

3,262 

Number  of  banks  with  losses . 

159 

113 

49 

28 

10 

4 

2 

0 

220 

145 

Number  of  failed/assisted  banks . 

4 

0 

2 

0 

0 

0 

0 

0 

6 

0 

Income  Statement  ($  Billions) 

Year-to-Date: 

652 

Net  income . 

0.31 

0.27 

0.98 

0.93 

1.80 

2.28 

3.23 

3.05 

633 

Net  interest  income . 

1.10 

0.97 

3.29 

3.05 

5.98 

6.50 

9.68 

9.82  , 

20.05 

20.35 

Noninterest  income . 

0.31 

0.36 

1.05 

1.05 

3.47 

3.75 

5.92 

6.17 

10.74 

11.34 

Noninterest  expense . 

0.98 

0.94 

2.79 

2.63 

6.11 

6.39 

11.34 

10.55 

21.21 

20.50 

Loan  loss  provision . 

0.05 

0.02 

0.29 

0.13 

0.92 

0.51 

1.54 

0.79 

280 

1.45 

Gains  on  securities  sales,  net  . 

0.02 

0.01 

0.06 

0.03 

0.11 

0.09 

0.34 

023 

0.53 

0  36 

Extraordinary  income,  net  . 

0.03 

0.00 

0.08 

0.00 

0.12 

-0.01 

1.28 

-0.03 

1.51 

-0  04 

Net  loan  loss . 

0.04 

0.02 

0.21 

0.10 

0.77 

0.59 

1.47 

0.76 

249 

1.47 

First  Quarter: 

6.52 

Net  income . 

0.31 

0.27 

0.98 

0.93 

1.80 

2.28 

3.23 

3.05 

6.33 

Net  interest  income . 

1.10 

0.97 

3.29 

3.05 

5.98 

6.50 

9.68 

9.82 

20.05 

20.35 

Noninterest  income . 

0.31 

0.36 

1.05 

1.05 

3.47 

3.75 

5.92 

6.17 

10.74 

11.34 

Noninterest  expense . 

0.98 

0.94 

2.79 

2.63 

6.11 

6.39 

11.34 

10.55 

21.21 

20.50 

Loan  loss  provision . 

0.05 

0.02 

0.29 

0.13 

0.92 

0.51 

1.54 

0.79 

2.80 

1.45 

Gains  on  securities  sales,  net  . 

0.02 

0.01 

0.06 

0.03 

0.11 

0.09 

0.34 

0.23 

0.53 

0.36 

Extraordinary  income,  net  . 

0.03 

0.00 

0.08 

0.00 

0.12 

-0.01 

1.28 

-0.03 

1.51 

-0.04 

Net  loan  loss . 

0.04 

0.02 

0.21 

0.10 

0.77 

0.59 

1.47 

0.76 

2.49 

1.47 

Performance  Ratios  (%) 

Year-to-Date: 

1582 

Return  on  equity  . 

13.18 

11.85 

15.77 

14.78 

17.20 

1906 

18.13 

14.71 

17.15 

Return  on  assets . 

1.23 

1.15 

1.31 

1.29 

1.32 

1.52 

1.25 

1.06 

1.28 

1.23 

Net  interest  margin . 

4.31 

4.16 

4.38 

4.24 

4.40 

4.34 

3.74 

3.43 

4.05 

3.83 

Loss  provision  to  loans . 

0.41 

0.20 

0.68 

0.32 

1.14 

0.55 

0.97 

0.46 

0.95 

0.46 

Net  loan  loss  to  loans . 

0.34 

0.13 

0.48 

0.25 

0.96 

0.64 

0.92 

0.44 

0.84 

0.46 

Noncurrent  loans  to  loans  . 

1.84 

1.42 

1.75 

1.27 

2.47 

1.75 

4  05 

2.21 

3.19 

1.93 

Loss  reserves  to  loans . 

1.91 

1.71 

2.02 

1.85 

3.04 

2.63 

2.93 

262 

2.79 

2.48 

Loss  reserves  to  noncurrent  loans . 

103.59 

120.52 

115.68 

145.36 

123.16 

149.90 

72.40 

118.08 

87.37 

128  80 

Loans  to  assets . 

49.64 

50.70 

57.13 

57.68 

59.81 

60.78 

61.37 

58.66 

59.70 

58.78 

Loans  to  deposits . 

56.11 

57.86 

67.12 

68.84 

78.37 

82  41 

83.91 

86.74 

77  94 

81.23 

Equity  to  assets . 

9.48 

9.75 

8.49 

8.81 

7.90 

8.02 

7.10 

7.09 

7.65 

7.69 

Estimated  leverage  ratio . 

9.39 

9.67 

8.26 

8.63 

7.43 

7.64 

6.37 

668 

7.10 

7.34 

Estimated  risk-based  capital  ratio . 

18.12 

18.50 

14.61 

15.06 

12.56 

12.97 

10.86 

11.66 

1203 

12.61 

Note:  1994  data  are  preliminary.  0.00  indicates  an  amount  of  less  than  $5  million. 
Regulatory  and  Statistical  Analysis  (06/08/94) 
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Aggregate  condition  data  for  national  banks  by  size 
(Data  through  first  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $1  OB 

Total 

1993 

1994 

1993 

1994 

1993 

1994 

1993 

1994 

1993 

1994 

Balance  Sheet  ($  Billions) 

Assets . 

101.91 

93.86 

299.42 

289.15 

542.87 

602.08 

1,041.59 

1,183.38 

1,985.80 

2,168.48 

Loans  . 

50.59 

47.59 

171.06 

166.80 

324.71 

365.94 

639.22 

694.21 

1,185.59 

1,274.52 

Real  estate  (RE)  . 

27.89 

26.36 

93.09 

92.00 

130.84 

150.76 

242.30 

255.35 

494.13 

524.47 

Commercial  &  industrial  (C&l) . 

8.96 

8.09 

30.88 

28.60 

76.96 

81.54 

215.01 

234.80 

331.81 

353.04 

Consumer  (cnsmr) . 

8.69 

7.96 

38.02 

37.07 

89.02 

106.68 

91.66 

100.77 

227.40 

252.48 

Noncurrent  loans . 

0.93 

0.68 

2.99 

2.13 

8.03 

6.41 

25.87 

15.38 

37.82 

24.59 

Noncurrent  RE  loans . 

0.46 

0.36 

1.68 

1.23 

4.69 

3.86 

15.25 

9.33 

22.07 

14.77 

Noncurrent  C&l  loans . 

0.40 

0.27 

0.98 

0.64 

1.91 

1.28 

6.87 

3.45 

10.15 

5.63 

Noncurrent  cnsmr  loans  . 

0.07 

0.05 

0.28 

0.21 

1.13 

1.06 

1.61 

1.51 

3.10 

2.84 

Other  real  estate  owned . 

0.55 

0.29 

1.50 

0.79 

3.43 

1.67 

10.96 

6.99 

16.44 

9.74 

Securities  not  in  trading  account' . 

36.49 

33.82 

88.62 

89.61 

134.90 

147.38 

159.92 

176.22 

419.93 

447.04 

Total  liabilities . 

92.25 

84.71 

274.00 

263.67 

500.00 

553.77 

967.69 

1,099.50 

1,833.94 

2,001.65 

Total  deposits . 

90.17 

82.24 

254.86 

242.31 

414.36 

444.07 

761.81 

800.33 

1,521.20 

1,568.95 

Domestic  deposits . 

90.14 

82.24 

254.57 

241.87 

407.89 

435.49 

575.79 

581.31 

1,328.40 

1,340.91 

Loan  loss  reserve . 

0.97 

0.81 

3.46 

3.09 

9.88 

9.61 

18.73 

18.16 

33.04 

31.67 

Equity  capital . 

9.67 

9.15 

25.41 

25.49 

42.87 

48.30 

73.90 

83.89 

151.85 

166.83 

Total  capital . 

10.26 

9.70 

27.24 

26.98 

47.95 

54.21 

94.95 

107.56 

180.40 

198.46 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

-0.07 

-1.67 

-8.66 

-1.94 

-30.71 

-6.63 

18.46 

76.69 

-20.98 

66.45 

Loans  . 

0.30 

-0.73 

-4.25 

-0.57 

-10.66 

-5.74 

5.12 

10.89 

-9.49 

3.85 

Noncurrent  loans . 

0.02 

-0.02 

-0.21 

-0.13 

-0.66 

-0.24 

-1.44 

-1.35 

-2.29 

-1.74 

Other  real  estate  owned . 

-0.01 

-0.03 

-0.15 

-0.10 

-0.28 

-0.30 

-0.28 

-0.33 

-0.72 

-0.76 

Securities  not  in  trading  account' . 

0.77 

-0.03 

0.87 

0.94 

-0.32 

1.01 

14.76 

8.00 

16.09 

9.93 

Total  liabilities . 

-0.28 

-1.62 

-9.40 

-2.26 

-31.04 

-€.37 

12.95 

74.86 

-27.78 

64.61 

Total  deposits . 

-0.28 

-1.65 

-9.71 

-3.42 

-27.44 

-9.47 

6.93 

6.42 

-30.49 

-8.12 

Loan  loss  reserve . 

0.02 

-0.02 

-0.02 

-0.07 

-0.31 

-0.09 

0.30 

0.29 

-0.02 

0.11 

Equity  capital . 

0.21 

-0.05 

0.74 

0.32 

0.34 

-0.27 

5.51 

1.83 

6.79 

1.84 

Total  capital . 

0.26 

-0.01 

0.67 

0.31 

1.14 

0.60 

4.98 

3.01 

7.05 

3.91 

First  Quarter  Changes: 

Assets . 

-0.07 

-1.67 

-8.66 

-1.94 

-30.71 

-6.63 

18.46 

76.69 

-20.98 

66.45 

Loans  . 

0.30 

-0.73 

-4.25 

-0.57 

-10.66 

-5.74 

5.12 

10.89 

-9.49 

3.85 

Noncurrent  loans . 

0.02 

-0.02 

-0.21 

-0.13 

-0.66 

-0.24 

-1.44 

-1.35 

-2.29 

-1.74 

Other  real  estate  owned . 

-0.01 

-0.03 

-0.15 

-0.10 

-0.28 

-0.30 

-0.28 

-0.33 

-0.72 

-0.76 

Securities  not  in  trading  account' . 

0.77 

-0.03 

0.87 

0.94 

-0.32 

1.01 

14.76 

8.00 

16.09 

9.93 

Total  liabilities . 

-0.28 

-1.62 

-9.40 

-2.26 

-31,04 

-6.37 

12.95 

74.86 

-27.78 

64.61 

Total  deposits . 

-0.28 

-1.65 

-9.71 

-3.42 

-27.44 

-9.47 

6.93 

6.42 

-30.49 

-8.12 

Loan  loss  reserve . 

0.02 

-0.02 

-0.02 

-0.07 

-0.31 

-0.09 

0.30 

0.29 

-0.02 

0.11 

Equity  capital . 

0.21 

-0.05 

0.74 

0.32 

0.34 

-0.27 

5.51 

1.83 

6.79 

1.84 

Total  capital . 

0.26 

-0.01 

0.67 

0.31 

1.14 

0.60 

4.98 

3.01 

7.05 

3.91 

'Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale"  are  valued 
at  their  current  fair  value. 

Note:  1994  data  are  preliminary.  Regulatory  and  Statistical  Analysis  (06/08/94) 
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Aggregate  performance  data  for  national  banks  by  region 
(Data  through  first  quarterof  1994) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Industry  Structure 

Number  of  banks . 

365 

462 

689 

580 

774 

392 

Number  of  banks  with  losses . 

13 

16 

15 

12 

34 

55 

Number  of  failed/assisted  banks . 

Income  Statement  ($  Billions) 

0 

0 

0 

0 

0 

0 

Year-to-Date: 

Net  income . 

2.05 

1.08 

1.07 

0.57 

0.61 

1.16 

Net  interest  income . 

6.37 

3.36 

3.47 

1.51 

1.81 

3.83 

Noninterest  income . 

4.32 

1.52 

1.39 

1.07 

0.90 

2.13 

Noninterest  expense . 

6.98 

3.18 

3.10 

1.61 

1.86 

3.76 

Loan  loss  provision . 

0.64 

0.15 

0.23 

0.14 

0.00 

0.29 

Gains  on  securities  sales,  net  . 

0.18 

0.06 

0.05 

0.05 

0.01 

0.02 

Extraordinary  income,  net  . 

-0.03 

0.00 

-0.01 

0.00 

0.00 

0.00 

Net  loan  loss . 

0.68 

0.13 

0.18 

0.13 

0.02 

0.33 

First  Quarter: 

Net  income . 

2.05 

1.08 

1.07 

0.57 

0.61 

1.16 

Net  interest  income . 

6.37 

3.36 

3.47 

1.51 

1.81 

3.83 

Noninterest  income . 

4.32 

1.52 

1.39 

1.07 

0.90 

2.13 

Noninterest  expense . 

6.98 

3.18 

3.10 

1.61 

1.86 

3.76 

Loan  loss  provision . 

0.64 

0.15 

0.23 

0.14 

0.00 

0.29 

Gains  on  securities  sales,  net  . 

0.18 

0.06 

0.05 

0.05 

0.01 

0.02 

Extraordinary  income,  net  . 

-0.03 

0.00 

-0.01 

0.00 

0.00 

0.00 

Net  loan  loss . 

Performance  Ratios  (%) 

0.68 

0.13 

0.18 

0.13 

0.02 

0.33 

Year-to-Date: 

15.64 

Return  on  equity  . 

15.90 

15.89 

14.72 

19.67 

15.04 

Return  on  assets . 

1.16 

1.17 

1.17 

1.58 

1.19 

1.35 

Net  interest  margin . 

3.62 

3.64 

3.81 

4.22 

3.57 

4.46 

Loss  provision  to  loans . 

0.62 

0.27 

0.42 

0.65 

0.02 

0.50 

Net  loan  loss  to  loans . 

0.65 

0.24 

0.33 

0.62 

0.06 

0.58 

Noncurrent  loans  to  loans  . 

2.75 

1.21 

1.27 

1.31 

1.08 

2.35 

Loss  reserves  to  loans . 

2.84 

1.93 

2.03 

2.10 

1.82 

3.23 

Loss  reserves  to  noncurrent  loans . 

103.57 

159.31 

159.98 

159.90 

168.30 

137.40 

Loans  to  assets . 

57.85 

59.14 

59.29 

60.05 

48.87 

65.06 

Loans  to  deposits . 

84.33 

82.96 

81.90 

82.32 

60.87 

85.15 

Equity  to  assets . 

7.23 

7.35 

7.93 

8.05 

7.96 

8.49 

Estimated  leverage  ratio . 

6.91 

7.20 

7.81 

7.90 

7.53 

7.57 

Estimated  risk-based  capital  ratio . 

12.36 

11.95 

12.67 

13.24 

13.85 

12.92 

Note:  1994  data  are  preliminary.  0.00  indicates  an  amount  of  less  than  $5  million. 
Regulatory  and  Statistical  Analysis  (06/08/94) 


Total 


3,262 

145 

0 


6.52 

20.35 

11.34 

20.50 

1.45 

0.36 

-0.04 

1.47 


6.52 

20.35 

11.34 

20.50 

1.45 

0.36 

-0.04 

1.47 


15.82 

1.23 

3.83 

0.46 

0.46 

1.93 

2.48 

128.80 

58.78 

81.23 

7.69 

7.34 

12.61 
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Aggregate  condition  data  for  national  banks  by  region 
(Data  through  first  quarter  of  1994) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Balance  Sheet  ($  Billions) 

Assets 

728.52 

374.00 

369.78 

142.84 

204.43 

348.91 

2,168.48 

Loans  . 

421.42 

221.19 

219.24 

85.77 

99.91 

227.00 

1,274.52 

Real  estate  (RE)  . 

154.65 

109.13 

84.74 

30.82 

42.84 

102.29 

524.47 

Commercial  &  industrial  (C&l) . 

134.46 

52.28 

62.24 

19.89 

28.37 

55.80 

353.04 

Consumer  (cnsmr) . 

74.67 

41.23 

50.50 

23.41 

19.63 

43.04 

252.48 

Noncurrent  loans . 

11.58 

2.68 

2.79 

1.12 

1.08 

5.34 

24.59 

Noncurrent  RE  loans . 

6.81 

1.79 

1.41 

0.42 

0.65 

3.70 

14.77 

Noncurrent  C&l  loans . 

2.52 

0.62 

0.91 

0.31 

0.30 

0.98 

5.63 

Noncurrent  cnsmr  loans  . 

1.50 

0.20 

0.32 

0.32 

0.09 

0.41 

2.84 

Other  real  estate  owned . 

5.71 

1.13 

0.87 

0.23 

0.51 

1.28 

9.74 

Securities  not  in  trading  account’  . 

124.03 

86.62 

78.79 

34.86 

69.26 

53.47 

447.04 

Total  liabilities . 

675.88 

346.52 

340.45 

131.34 

188.16 

319.30 

2,001.65 

Total  deposits . 

499.74 

266.61 

267.70 

104.19 

164.12 

266.60 

1,568.95 

Domestic  deposits . 

337.64 

255.84 

243.01 

102.83 

162.40 

239.19 

1,340.91 

Loan  loss  reserve . 

11.99 

4.27 

4.46 

1.80 

1.81 

7.34 

31.67 

Equity  capital . 

52.64 

27.48 

29.33 

11.49 

16.28 

29.61 

166.83 

Total  capital . 

67.54 

30.93 

34.80 

13.04 

16.86 

35.29 

198.46 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

37.57 

8.34 

10.69 

-0.08 

2.13 

7.80 

66.45 

Loans  . 

3.57 

2.56 

2.62 

-1.13 

-0.48 

-3.30 

3.85 

Noncurrent  loans . 

-0.46 

-0.26 

-0.10 

-0.05 

-0.04 

-0.83 

-1.74 

Other  real  estate  owned . 

-0.44 

-0.13 

-0.04 

-0.02 

-0.09 

-0.04 

-0.76 

Securities  not  in  trading  account’ . 

-0.13 

-0.19 

4.75 

0.34 

2.57 

2.60 

9.93 

Total  liabilities . 

36.69 

8.04 

10.12 

-0.10 

1.88 

7.99 

64.61 

Total  deposits . 

-1.62 

-1.82 

-1.19 

-1.84 

-1.28 

-0.38 

-8.12 

Loan  loss  reserve . 

-0.02 

0.03 

0.08 

0.06 

-0.01 

-0.02 

0.11 

Equity  capital . 

0.88 

0.30 

0.57 

0.02 

0.24 

-0.18 

1.84 

Total  capital . 

1.95 

0.77 

0.13 

0.36 

0.49 

0.22 

3.91 

First  Quarter  Changes: 

Assets . 

37.57 

8.34 

10.69 

-0.08 

2.13 

7.80 

66.45 

Loans  . 

3.57 

2.56 

2.62 

-1.13 

-0.48 

-3.30 

3.85 

Noncurrent  loans . 

-0.46 

-0.26 

-0.10 

-0.05 

-0.04 

-0.83 

-1.74 

Other  real  estate  owned . 

-0.44 

-0.13 

-0.04 

-0.02 

-0.09 

-0.04 

-0.76 

Securities  not  in  trading  account' . 

-0.13 

-0.19 

4.75 

0.34 

2.57 

2.60 

9.93 

Total  liabilities . 

36.69 

8.04 

10.12 

-0.10 

1.88 

7.99 

64.61 

Total  deposits . 

-1.62 

-1.82 

-1.19 

-1.84 

-1.28 

-0.38 

-8.12 

Loan  loss  reserve . 

-0.02 

0.03 

0.08 

0.06 

-0.01 

-0.02 

0.11 

Equity  capital . 

0.88 

0.30 

0.57 

0.02 

0.24 

-0.18 

1.84 

Total  capital . 

1.95 

0.77 

0.13 

0.36 

0.49 

0.22 

3.91 

'Beginning  in  1994,  securities  classified  by  banks  as  ''held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale"  are  valued 
at  their  current  fair  value. 

Note:  1994  data  are  preliminary. 

Regulatory  and  Statistical  Analysis  (06/08/94) 


8 


Glossary 


Definitions 

Commercial  Real  Estate  Loans:  Loans  secured  by  nonfarm,  nonresidential  properties. 

Construction  Loans:  Loans  for  construction  and  land  development. 

Extraordinary  Income,  Net:  Net  after-tax  income  from  events  and  transactions  that  are  “unusual  and  infrequent." 

Failed/Assisted  Banks:  National  banks  that  have  been  closed  by,  or  have  received  financial  assistance  from,  the 
Federal  Deposit  Insurance  Corporation  (FDIC). 

Gains  on  Securities  Sales  Net:  Net  pre-tax  realized  gains  (losses)  on  securities  not  held  in  trading  account. 
Leverage  Ratio:  Ratio  of  estimated  Tier  1  capital  to  estimated  tangible  total  assets. 

Loans:  Total  loans  and  leases  less  unearned  income. 

Net  Loan  Losses:  Total  loans  and  leases  charged  off  (removed  from  balance  sheet  because  of  uncollectibility) 
during  the  period,  less  amounts  recovered  on  loans  and  leases  previously  charged  off. 

Loan  Loss  Reserve:  The  allowance  for  loan  and  lease  losses. 

National  Banks:  Nationally  chartered  commercial  banks,  trust  companies  without  deposits,  nonbank  banks,  and 
credit  card  banks  in  the  United  States  and  its  territories  that  are  insured  by  either  the  Bank  Insurance  Fund  or  the 
Savings  Association  Insurance  Fund  of  the  FDIC  and  filed  a  call  report. 

Noncurrent  Loans:  The  sum  of  loans  and  leases  90  days  or  more  past  due  plus  nonaccrual  loans. 

Net  Interest  Margin:  Net  interest  income  as  a  percent  of  average  assets. 

Other  Real  Estate  Owned  (OREO):  Real  estate  acquired  by  a  bank  for  debts  previously  contracted  (i.e.,  foreclosed 
real  estate)  Also  includes  property  formerly  used  or  intended  for  use  for  banking  purposes. 

Regions:  Northeastern  (NE)  —  Connecticut,  Delaware,  District  of  Columbia,  Maine,  Maryland,  Massachusetts,  New 
Hampshire,  New  Jersey,  New  York,  Pennsylvania,  Puerto  Rico,  Rhode  Island,  Vermont,  Virgin  Islands;  Southeastern 
(SE)  —  Alabama,  Florida,  Georgia,  Mississippi,  North  Carolina,  South  Carolina,  Tennessee,  Virginia,  West  Virginia; 
Central  (CE)  —  Illinois,  Indiana,  Kentucky,  Michigan,  Ohio,  Wisconsin;  Midwestern  (MW)  —  Iowa,  Kansas, 
Minnesota,  Missouri,  Nebraska,  North  Dakota,  South  Dakota;  Southwestern  (SW)  —  Arkansas,  Louisiana,  New 
Mexico,  Oklahoma,  Texas;  Western  (WE)  — Alaska,  Arizona,  California,  Colorado,  Guam,  Hawaii,  Idaho,  Montana, 
Nevada,  Oregon,  Utah,  Washington,  Wyoming.  Each  bank  in  a  multinational  bank  holding  company  is  included  in 
the  region  in  which  the  bank  is  located. 

Residential  Real  Estate:  Loans  secured  by  one-  to  four-family  and  multifamily  (five  or  more)  residential  properties. 

Risk-based  Capital  Ratio:  Ratio  of  estimated  total  capital  to  estimated  risk-weighted  assets. 

Securities  Not  in  Trading  Account:  Total  securities  excluding  those  held  in  trading  accounts.  Beginning  in  1994, 
securities  classified  by  banks  as  "held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as 
“available-for-sale”  are  valued  at  their  current  fair  value. 

Total  Capital:  The  sum  of  Tier  1  and  Tier  2  capital  reported  on  call  report  schedule  RC-R. 

Computation  Methodology 

Current  quarter  income  statement  items  were  calculated  by  summing  the  difference  between  the  year-to-date  and 
previous  quarter  numbers  of  each  item  for  all  banks  that  filed  a  current  quarter  call  report.  For  performance  ratios 
constructed  by  dividing  an  income  statement  (flow)  item  by  a  balance  sheet  (stock)  item,  the  income  statement  item 
for  the  period  was  annualized  (multiplied  by  the  number  of  periods  in  a  year)  and  the  average  of  the  balance  sheet 
item  for  the  period  (beginning-of-period  amount  plus  end-of-period  amount  divided  by  two)  was  used. 
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Failed  Bank  Acquisitions  and  Lending  Activity 


by  Kevin  Jacques  and  Peter  Nigro 
Economics  and  Evaluation  Division 

Introduction 

Throughout  the  1 980s  many  changes  occurred  in  bank¬ 
ing,  including  a  dramatic  increase  in  the  number  of 
bank  failures  and  a  dramatic  decline  in  the  growth  of 
bank  lending.  The  large  number  of  bank  failures  led  to 
an  abundant  literature  on  failure  prediction  models,  the 
impact  of  failure  on  bank  structure,  and  on  the  resolu¬ 
tion  costs  of  bank  failures  to  the  FDIC.1  Research  on 
the  decline  in  bank  lending  examined  a  variety  of 
possible  causes,  including  the  1990-1991  recession, 
tougher  bank  examination  standards,  and  the  im¬ 
plementation  of  the  Basle  risk-based  capital  stand¬ 
ards.2  Although  significant  research  has  been  done  in 
these  areas,  little  has  been  done  to  address  how  the 
two  issues  of  bank  failure  and  credit  availability  might 
be  related. 

The  acquisition  of  a  failed  bank  can  affect  bank  lending 
through  its  impact  on  the  capital  ratios  of  the  acquiring 
bank.  In  a  failed-bank  acquisition,  the  acquiring  bank 
must  have  sufficient  capital  to  take  over  the  assets  of 
the  failed  bank  without  becoming  undercapitalized. 
This  acquisition  of  assets  raises  the  acquiring  bank's 
regulatory  capital  requirement,  thereby  leaving  the 
bank  less  able  to  finance  new  loans.  Baer  and  Mc- 
Elravey  (1993)  term  this  process  the  "recycling  of  as¬ 
sets,"  and  using  estimates  of  bank  equity  ratios  and 
recycled  asset  levels,  find  that  over  the  two-year  period 
of  1 989-1991 ,  recycled  assets  absorbed  more  than  $22 
billion  in  capital  from  the  banking  system.3  Using  data 
from  Federal  Deposit  Insurance  Corporation  receiver¬ 
ship  records  and  from  call  reports,  we  investigated  the 
impact  of  failed-bank  acquisitions  on  the  lending  ac¬ 
tivity  of  acquiring  banks.  We  found  evidence  of  declin¬ 
ing  capital  ratios  and  lending  by  acquiring  banks  that 
is  consistent  with  the  recycled  assets  theory.4 


1  See  Sinkey  (1977),  Whalen  (1991),  and  Bovenzi  and  Merton  (1988). 

2See  Clair  and  Tucker  (1993),  Bizer(1993),  and  Hancock  and  Wilcox 
(1992). 

^The  Baer  and  McElravey  ( 1 993)  study  recognizes  that  there  are  two 
other  sources  of  recycled  assets:  1)  sales  of  assets  by  capital-defi¬ 
cient  banks;  and  2)  assets  from  failed  savings  and  loans. 

4The  call  report  data  is  from  the  year-end  reports  for  1 987- 1991.  The 
receivership  data  was  obtained  from  the  FDIC,  from  the  Financial 
Information  System  (FIS)  database.  Because  our  concern  is  primarily 
bank  lending,  for  purposes  of  this  study  we  examine  the  lending 
categories  (C&l  loans,  installment  loans,  and  mortgages)  in  detail, 
but  also  take  into  account  the  other  asset  types  assumed  (OREO, 
securities,  and  other  assets). 


The  Disposition  of  Loans  at  Failed  Banks 

During  the  late  1980s  and  early  1990s,  most  FDIC 
failed-bank  resolutions  were  transacted  using  pur¬ 
chase  and  assumption  (P&A).  Table  1  shows  the  resolu¬ 
tion  techniques  chosen  during  this  period.  Of  the  five 
resolution  approaches  listed,  the  FDIC  used  P&As  for 
543,  or  75  percent,  of  the  724  total  resolutions.  The  next 
most  frequently  used  transaction  was  the  insured 
deposit  transfer,  which  accounted  for  122  resolutions, 
16.9  percent  of  the  total. 

Under  the  P&A  approach,  an  acquiring  bank  “pur¬ 
chases"  some  or  all  of  the  failed  bank’s  assets  and 
“assumes"  the  failed  bank’s  insured  and  uninsured 
deposits  and  some  of  its  nondeposit  liabilities.  In  a 
typical  P&A,  the  failed  bank’s  assets  are  broken  up  into 
two  categories:  those  acquired  by  the  healthy  bank  and 
those  left  under  the  FDIC's  receivership.  Failed-bank 
borrowers  whose  loans  are  not  acquired  usually  face 
the  prospect  of  having  to  pay  off  the  loans  as  quickly 
and  as  completely  as  possible.  The  FDIC  places  these 
"bad”  assets  of  a  failed  bank  into  a  pool  and  collects 
on  the  loans  itself  or  through  servicers  hired  by  the 
agency. 

Assets  acquired  by  the  healthy  institution  are  usually 
sold  by  the  FDIC  at  a  discount  from  book  value,  which 
reflects  losses  on  these  assets  by  the  failed  institution. 
Since  the  acquired  assets  are  usually  sold  by  the  FDIC 
at  a  discount,  the  value  of  the  acquired  liabilities  is 
usually  greater  than  that  of  the  acquired  assets.  As  a 
result,  the  FDIC  transfers  cash  to  the  acquiring  bank  in 
an  amount  equal  to  the  difference  between  the  ac¬ 
quired  assets  and  acquired  liabilities.  In  addition,  the 
FDIC  may  include  a  put  option  (usually  for  three  years) 
that  enables  the  acquiring  bank  to  return  the  asset  to 
the  FDIC  at  a  later  date. 


Table  1 

FDIC  Failed  Bank  Disposition  by  Type,  1988-1991 


Disposition  Type 

1988 

1989 

1990 

1991 

Total 

Assisted  Transaction 

21 

1 

1 

3 

26 

Bridge  Bank 

1 

1 

0 

3 

5 

Purchase  and 
Assumption 

124 

171 

148 

100 

543 

Insured  Deposit 

Transfer 

69 

24 

12 

17 

122 

Depositor  Payout 

6 

10 

8 

4 

28 
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The  P&A  is  thought  to  be  the  resolution  technique  least 
disruptive  to  the  community,  based  on  the  assumption 
that  borrowers  and  depositors  will  maintain  their 
relationships  with  the  acquiring  institution.  However,  the 
precise  nature  of  P&A  transactions  varies  according  to 
the  amount  of  assets  assumed  by  the  acquirer,  which 
may  affect  the  extent  and  continuation  of  the  credit 
relationship.  Some  of  the  more  common  types  of  P&A 
are  whole  bank  (total  assets),  small  loan  P&As  (all  loans 
below  a  specified  amount  are  purchased  regardless  of 
asset  quality),  and  deposit  insurance  transfer  and  asset 
purchase  agreements  (some  amount  of  assets  are 
purchased,  but  only  insured  deposits  are  assumed  by 
the  acquirer).5 

Recycled  Assets  Theory 

The  P&A  transaction  plays  a  critical  role  in  the  recycled 
assets  theory.  Under  this  theory,  banks  hold  capital  in 
excess  of  the  regulatory  minimum:  1 )  to  provide  a  buffer 
against  shocks  to  equity  that  may  cause  their  capital  to 
fall  below  the  level  set  by  bank  regulators  and  2)  to 
avoid  raising  new  equity  from  external  sources,  which 
is  costly.  Under  a  P&A  transaction,  when  a  bank  fails 
the  FDIC  sells  some  or  all  of  its  assets  and  liabilities  to 
a  well-capitalized,  surviving  institution.  Although  the 
recycling  of  failed-bank  assets  increases  total  assets 
at  the  acquiring  bank,  the  assets  in  the  banking  system 
at  most  remain  constant,  because  the  P&A  is  a  transfer 
of  assets  from  one  institution  to  another  and  not  the 
origination  of  new  assets.  For  the  acquiring  institution, 
the  increase  in  total  assets  lowers  capital  ratios  and 
raises  the  minimum  regulatory  capital  level,  thereby 
absorbing  some  or  all  of  the  bank’s  capital  that  might 
otherwise  be  available  to  support  new  lending.  Be¬ 
cause  new  equity  is  costly,  the  acquiring  institution  will 
not  immediately  replace  the  capital  that  has  been  ab¬ 
sorbed  by  the  recycled  assets.  As  a  result,  the  acquir¬ 
ing  institution  has  less  capital  available  to  support  new 
loans  and  may  even  unnecessarily  put  back  relatively 
good  loans  if  the  bank’s  capital  ratios  fall  too  close  to 
imprudent  levels.6  Consistent  with  recent  research  by 


5Because  the  hypothesis  is  concerned  with  how  recycled  assets 
affect  acquiring  banks,  we  are  only  concerned  with  P&Atransactions. 
Other  types  of  failure  resolution  methods  do  not  involve  the  immediate 
transfer  of  assets.  For  example,  in  a  bridge  bank  resolution  the  FDIC 
runs  the  failed  bank  for  a  brief  period  until  the  purchasers  have 
enough  time  to  assess  the  condition  of  the  bank  and  make  an  offer. 
However,  this  offer  and  the  resulting  transfer  of  assets  often  does  not 
occur  the  same  year  as  the  failure,  so  these  banks  are  omitted.  See 
Bovenzi  and  Merton  (1988)  and  Bovenzi  and  Muldoon  (1990)  for 
more  details. 

^here  is  anecdotal  evidence  suggesting  that  failed  bank  borrowers’ 
loans  were  classified  solely  because  of  a  reduction  in  property  value 
(often  due  to  regional  recessions),  not  because  of  anything  the 
borrower  had  done  These  loans  either  remained  in  receivership  or 
were  put  back  to  the  FDIC  by  the  acquiring  institution.  Acquiring 
banks  facing  more  binding  capital  constraints  may  have  more  incen¬ 
tive  to  employ  this  option 


Baer  and  McElravey  (1993)  and  Hancock  and  Wilcox 
(1992),  this  suggests  that  acquiring  banks  will  slow  or 
reduce  lending  in  order  to  avoid  a  possible  capital 
shortfall. 

If  the  recycled  assets  theory  is  correct,  certain  charac¬ 
teristics  should  distinguish  the  acquiring  banks  from 
the  general  population  of  banks.  First,  recycled  assets 
should  absorb  a  significant  portion  of  available  capital 
at  acquiring  banks  in  the  period  of  the  P&A,  thereby 
leading  to  a  reduction  in  the  capital-asset  ratio.7 
Second,  because  recycled  assets  absorb  capital,  ac¬ 
quiring  banks  should  reduce  bank  lending  in  the  period 
of  the  acquisition  below  what  it  would  have  been  in  the 
absence  of  the  acquisition.  This  should  be  particularly 
true  for  commercial  and  industrial  (C&l)  loans,  which 
tend  to  be  short-term  and  callable.8 

In  order  to  test  the  recycled  assets  hypothesis,  we 
examined  data  on  228  acquiring  banks  involved  in 
purchase  and  assumptions  over  one-year  periods  be¬ 
tween  1 988  and  1991.  The  sample  excludes  banks  that 
acquired  failed  banks  in  consecutive  years  and  banks 
that  acquired  both  healthy  and  failed  banks  in  the  same 
year.9  The  former  were  excluded  because  of  the  dif¬ 
ficulty  in  determining  a  baseline  level  of  lending,  while 
the  latter  were  excluded  because  healthy  bank  acquisi¬ 
tions  tend  to  mask  the  impact  of  failed-bank  assets  on 
capital. 

Equity  Capital  and  Assumed  Assets 

Table  2  provides  details  on  recycled  assets  and  capital 
levels  at  acquiring  institutions  over  the  chosen  period. 
For  example,  column  2  shows  that  in  1988  there  were 
70  failed  banks  acquired  by  62  healthy  banks  that 
satisfy  our  selection  criteria.  At  the  end  of  1987,  these 
62  banks  had  $7,785.3  million  in  total  assets  and 
$539.4  million  in  equity  capital.  During  1988  they  ac¬ 
quired  $1,023.8  million  in  failed-bank  assets  (less  put- 
backs  in  1988).  Following  Baer  and  McElravey  (1993), 
and  assuming  a  minimum  regulatory  equity-asset  ratio 
of  5  percent,  0  the  acquiring  banks  had  an  estimated 
$150.1  million  of  capital  available  to  support  additional 
lending  at  the  end  of  1987.  Here,  available  capital  was 
estimated  as  the  difference  between  the  bank’s  actual 


7lf  the  level  of  recycled  assets  is  trivial,  or  if  raising  additional  equity 

is  not  costly,  then  both  the  bank’s  lending  and  capital  should  be 
largely  unaffected  by  the  acquisition  of  failed  bank  assets. 
According  to  the  August  1992  Survey  of  the  Terms  of  Bank  Lending 
over  30  percent  of  C&l  loans  were  short-term  demand  loans. 

9We  successfully  matched  up  481  of  the  543  failed  banks  resolved 
through  P&As  with  their  acquirers.  Of  the  matched  sample,  250  failed 
banks  satisfied  our  selection  criteria. 

,0We  employed  the  leverage  ratio  for  two  reasons  First,  the  period 
examined  straddles  the  implementation  of  risk-based  capital  ( 1990). 
Second,  numerous  researchers  believe  that  the  leverage  ratio  is  more 
binding  than  the  RBC  ratio. 
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Table  2 

Equity  and  Assets  of  Acquiring  Banks 
Year  Prior  to  Acquisition  and  Year  of  Acquisition 
(dollars  in  millions) 

1987/1988  1988/1989  1989/1990  1990/1991 

62  Banks,  64  Banks,  62  Banks  40  Banks, 

70  Acquisitions  69  Acquisitions  70  Acquisitions  41  Acquisitions 


Total  Assets  Year  Prior  to  Acquisition 

$7,785.3 

$35,216.6 

$28,832.7 

$21,021.5 

Total  Equity  Year  Prior  to  Acquisition 

$  539.4 

$  1,818.0 

$  1,801.1 

$ 

1,337.6 

Available  Capital 

$  150.1 

$  57.2 

$  359.5 

$ 

286  5 

Assets  Assumed  (less  putbacks) 

$1,023.8 

$1  ,066.5 

$  1,270.5 

$ 

984  7 

Capital  on  Assumed  Assets 

$  51.2 

$  53.3 

$  63.5 

$ 

49.2 

Capital  Percentage  Absorbed 

34.1 

93.2 

17.7 

17.2 

Equity/Asset  (%)  Year  Prior  to  Acquisition 

6.9 

5.2 

6.2 

6.4 

Equity/Asset  (%)  Year  of  Acquisition 

6.0 

5.1 

6.1 

6.0 

Equity/Asset  (%)  Year  Prior  to  Acquisition(all  banks) 

6.0 

6.3 

6.2 

6.5 

Equity/Asset  (%)  Year  of  Acquisition  (all  banks) 

6.3 

6.2 

6.5 

6.8 

equity  capital  ($539.4  million)  and  the  capital  required 
if  the  regulatory  minimum  equity-asset  ratio  was  5  per¬ 
cent  (.05  x  $7,785.3  million).* 11  Using  the  5  percent 
equity-asset  ratio,  the  acquired  banks  needed  to  hold 
$51.2  million  (.05  x  $1  023.8  million)  in  capital  against 
the  recycled  assets.  Thus,  required  capital  on  as¬ 
sumed  assets  absorbed  an  estimated  34.1  percent  of 
acquiring  banks’  available  capital.  Furthermore,  given 
the  level  of  recycled  assets,  the  equity-asset  ratio  for 
acquiring  banks  fell  from  6.9  percent  in  1987  to  6.0 
percent  in  1988.  Concurrently,  the  equity-asset  ratio  for 
all  banks  rose  from  6.0  percent  to  6.3  percent.  These 
results  are  consistent  with  the  recycled  assets 
hypothesis  and  suggest  that  the  acquisition  of  failed- 
bank  assets  absorbed  a  significant  portion  of  available 
capital. 

The  remaining  columns  in  Table  2  provide  a  similar 
analysis  for  the  other  years  in  our  sample.  Of  particular 


1 1  An  alternative  definition  of  available  capital  was  tested  that  includes 
not  only  capital  available  at  the  end  of  the  prior  year,  but  also  capital 
that  became  available  to  support  additional  lending  during  the  year 
of  acquisition.  For  1988  acquiring  banks,  this  definition  of  available 
capital  equals  capital  available  at  the  end  of  1 987  ( 1 50. 1  million)  plus 
equity  added  in  1988  ($24.2  million)  minus  the  minimum  required 
capital  on  all  non-failed  bank  assets  added  in  1988  (0.5  x  $578.2 
million).  Using  this  alternative  definition,  acquired  assets  absorbed 
an  estimated  35.2  percent  of  acquiring  banks'  available  capital 
12This  figure  is  a  lower  bound  on  the  additional  capital  required,  since 
we  are  excluding  assets  put  back  to  the  FDIC  before  the  end  of  the 
year 


interest  are  the  69  acquisitions  by  the  64  banks  occur¬ 
ring  in  1989.  At  the  end  of  1988,  these  banks  held 
capital  equal  to  5.2  percent  of  assets  and  estimated 
available  capital  of  only  $57.2  million.  Yet  during  1989, 
these  institutions  assumed  assets  (less  putbacks  in 
1989)  of  $1,066.5  million,  thereby  absorbing  93.2  per¬ 
cent  of  the  capital  available  at  the  end  of  1988. 13 
Although  the  percentage  of  available  equity  capital 
absorbed  in  other  years  is  not  as  high  as  in  1989,  the 
results  in  1990  and  1991  are  consistent  with  the 
recycled  assets  theory  and  continue  to  suggest  that  the 
acquisition  of  failed-bank  assets  absorbed  a  significant 
percentage  of  available  capital.  In  addition,  the  equity- 
asset  ratios  of  the  acquiring  banks  fell  in  the  years  of 
acquisition,  while  the  equity-asset  ratio  for  the  banking 
industry  rose  over  the  same  period. 

Bank  Lending 

Besides  its  impact  on  bank  capital,  the  recycled  assets 
theory  also  suggests  that  the  acquisition  of  failed-bank 
assets  should  also  slow  or  decrease  lending  by  the 
acquiring  banks.  Tables  3  through  6  provide  data  on 
the  lending  activity  of  acquiring  banks  relative  to  that  of 
the  overall  banking  industry.  For  example,  in  Table  3, 


,3Using  the  alternative  definition  of  available  capital  provided  in  note 

1 1,  the  capital  percentage  absorbed  equals  49  3  percent  in  1989, 
15.7  percent  in  1990,  and  17  0  percent  in  1991 
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Table  3 

1988  Acquiring  Bank  Lending  Activity- 
62  Acquiring  Banks  and  70  Acquisitions 
(dollars  in  millions) 

Real 


C&l 

Loans 

Consumer 

Loans 

Estate 

Loans 

Total 

1987  Call  Report 

$1,326.9 

$688.8 

$1,784  1 

$3,799.8 

1988  Call  Report 

$1,476.5 

$745.4 

$2,162.7 

$4,384.6 

Percentage  Change 

from  1987 

+  1 1.3 

+8.2 

+21.2 

+  15.4 

1988  Loans 

Less  P&A 

$1,164.7 

$644.8 

$1,952.6 

$3,762.1 

Percent  Change 

from  1987 

-12.2 

-6.4 

+9.4 

-1.0 

Percent  Change 
for  Banking  Industry 
1987-1988 

+  1.9 

+7.6 

+  12.5 

+7.3 

the  62  acquiring  banks  had  C&l  loans,  consumer  loans, 
and  real  estate  loans  at  the  end  of  1987  equal  to 
$1,326.9  million,  $688.8  million,  and  $1,784.1  million, 
respectively.  According  to  the  year-end  1988  (year  of 
acquisition)  call  report  data,  the  62  acquiring  banks 
experienced  increases  of  11.3,  8.2,  and  21.2  percent 
in  the  various  loan  categories.  However,  these  numbers 
inflate  the  true  lending  activity  at  the  acquiring  banks, 
because  they  include  loans  recycled  from  failed  banks 
that  were  acquired  in  1988. 

Using  FDIC  receivership  data,  we  eliminated  various 
types  of  failed-bank  assets  from  the  1988  call  report 
data.  As  an  example,  the  1988  call  report  states  that 
the  62  acquiring  banks  had  C&l  loans  equal  to  $1 ,476.5 
million.  After  eliminating  the  $31 1 .8  million  in  C&l  loans 
acquired  from  failed  banks  in  1988  (less  putbacks  in 
1988),  the  62  acquiring  banks  had  total  C&l  loans  of 
$1,164.7  million.  Having  made  these  adjustments,  we 
found  that  C&l  lending  actually  declined  by  12.2  per¬ 
cent,  consumer  lending  decreased  by  6.4  percent,  and 
real  estate  lending  increased  by  9.4  percent  at  the 
acquiring  banks  in  1 988.  For  the  total  of  these  three  loan 
categories,  the  change  from  1987  was  a  decline  of  1 
percent.  These  "real”  growth  rates,  after  adjusting  for 
loan  acquisitions,  are  much  different  from  those  ob¬ 
served  in  the  call  report. 

As  a  means  of  comparison,  the  final  row  of  Table  3 
shows  loan  growth  for  the  banking  industry  over  the 
same  period.  Comparing  the  real  growth  rates  with  the 
industry  as  a  whole,  we  find  that  in  all  categories, 
lending  activity  was  significantly  reduced  for  banks 


making  failed  bank  acquisitions.14  The  largest  dif¬ 
ference  between  the  lending  activity  of  the  acquiring 
banks  and  the  lending  activity  of  the  banking  industry 
was  in  C&l  loans.  Consistent  with  the  recycled  assets 
hypothesis,  these  results  suggest  that  the  acquisition 
of  failed-bank  assets  significantly  reduced  lending  by 
acquiring  banks. 

Banks  acquiring  failed-bank  assets  in  other  years  show 
similar  results.  Table  4  provides  details  on  the  lending 
behavior  of  64  acquiring  banks  that  assumed  failed- 
bank  assets  in  1989,  while  Tables  5  and  6  provide 
similar  data  for  failed-bank  acquisitions  in  1990  and 
1991.  Consistent  with  the  findings  in  Table  3,  after 
adjusting  for  assumed  assets,  acquiring  banks  in  these 
years  exhibited  decreased  or  slow  loan  growth  relative 
to  the  banking  industry.  In  a  number  of  cases,  the 
change  in  loan  activity  was  more  than  10  percentage 
points  lower  for  acquiring  banks  than  for  the  banking 
industry. 

Contrary  to  the  recycled  assets  theory,  however,  in  two 
cases  lending  activity  was  greater  for  acquiring  banks 
than  for  the  banking  industry.  First,  in  1989  (Table  4), 

Table  4 

1989  Acquiring  Bank  Lending  Activity- 

64  Acquiring  Banks  and  69  Acquisitions 
(dollars  in  millions) 


Real 


C&l 

Loans 

Consumer 

Loans 

Estate 

Loans 

Total 

1988  Call  Report 

$7,537.1 

$1,754.1 

$4,845.8 

$14,137.0 

1989  Call  Report 

$8,429.4 

$1,733.4 

$4,835.9 

$14,998.7 

Percent  Change 

from  1988 

+  1 1.8 

-1.2 

-0.2 

+6.1 

1989  Loans 

Less  P&A 

$8,160.2 

$1,602.2 

$4,733.4 

$14,495.8 

Percent  Change 

from  1988 

+8.3 

-8.7 

-2.3 

+2.5 

Percent  Change 
for  Banking  Industry 
1988-1989 

+3.0 

+6.1 

+  12.9 

+  7.8 

14lf  we  examine  the  combined  lending  activity  of  the  failed  and 
acquiring  banks  separately  the  year  prior  to  acquisition  and  compare 
these  figures  with  the  merged  bank's  lending  activity  the  year  after 
acquisition,  the  results  are  even  more  dramatic.  Since  ourfigures  use 
the  acquiring  banks'  loans  as  the  baseline  and  then  adjust  for 
assumptions  and  putbacks  in  calculating  the  growth  rate,  this  under¬ 
estimates  the  actual  decline  of  lending  activity  in  the  banking  system. 
Many  borrowers  that  were  in  the  banking  system  prior  to  the  bank 
failure  are  removed  and  become  part  of  an  FDIC  collection  of  servicer 
pool.  Recent  articles  have  accused  the  FDIC  and  collection  agencies 
of  demanding  full  payment  on  these  loans  even  if  they  were  in  good 
standing. 
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Table  5 

1990  Acquiring  Bank  Lending  Activity- 
62  Acquiring  Banks  and  70  Acquisitions 
(dollars  in  millions) 


Real 


C&l 

Loans 

Consumer 

Loans 

Estate 

Loans 

Total 

1989  Call  Report 

$4,1 13.6 

$1,946.7 

$8,049.2 

$14,127.5 

1990  Call  Report 

$4,446.7 

$1,954.0 

$7,771.0 

$14,171.7 

Percent  Change 

from  1989 

+8.1 

-0.5 

-3.5 

+0  3 

1 990  Loans 

Less  P&A 

$4,055.2 

$1,842.8 

$7,708.9 

$13,606.9 

Percent  Change 

from  1989 

-1.4 

-6.2 

-4.2 

-3.7 

Percent  Change 
for  Banking  Industry 
1989-1990 

-0.6 

+0.6 

+8.8 

+3.7 

C&l  lending  at  acquiring  banks  increased  by  8.3  per¬ 
cent  but  only  by  3  percent  for  the  banking  industry  as 
a  whole.  However,  during  this  period,  the  level  of  C&l 
putbacks  to  the  FDIC  as  a  percentage  of  C&l  loans 
initially  assumed  was  46  percent,  suggesting  that  al¬ 
though  C&l  lending  improved  at  the  acquiring  bank  in 
general,  borrowers  from  the  failed  institution  were  left 
stranded  and  became  subject  to  FDIC  collection  pro¬ 
cedures.15  Second,  consumer  lending  exhibited  an 
upward  trend  in  1 991  (Table  6)  for  failed  bank  acquirers 
that  was  greater  than  that  exhibited  for  the  industry  as 
a  whole.  However,  although  these  acquiring  banks 
experienced  greater  increases  in  consumer  lending 
during  this  time  period,  they  experienced  a  significantly 
sharper  decline  in  C&l  lending  and  a  slower  growth  rate 
in  real  estate  loans  than  did  the  banking  industry.  When 
examining  the  total  of  these  loans,  both  acquiring 
banks  and  the  banking  industry  exhibited  declines  of  a 
similar  magnitude  in  1991. 

Conclusion 

Our  examination  of  FDIC  receivership  and  call  report 
data  shows  that  banks  acquiring  failed-bank  assets 
through  purchase  and  assumptions  experienced  a  sig¬ 
nificant  reduction  in  the  growth  rate  of  loans  relative  to 
other  banks.  This  reduction  came  about  because  the 
recycled  assets  from  failed  banks  absorbed  significant 
amounts  of  capital  at  acquiring  banks,  thereby  reduc- 


,5C&I  loan  putback  percentages  were  much  smaller  in  other  years. 
For  example,  C&l  putbacks  were  12  percent  in  1988,  6  percent  in 
1990,  and  10  percent  in  1991.  It  should  be  noted  that  putbacks  to 
the  FDIC  can  occur  for  reasons  unrelated  to  the  payment  status  of 
fhe  loan  (e  g.,  a  reduction  in  the  value  of  collateral). 


Table  6 

1991  Acquiring  Bank  Lending  Activity- 
40  Acquiring  Banks  and  41  Acquisitions 
(dollars  in  millions) 


Real 


C&l 

Loans 

Consumer 

Loans 

Estate 

Loans 

Total 

1990  Call  Report 

$3,029.5 

$1,476.3 

$5,646.6 

$10,152.4 

1991  Call  Report 

$2,793.9 

$1,629.4 

$6  002  4 

$10,425  7 

Percent  Change 

from  1990 

-7.8 

+  10.4 

+6.3 

+2.7 

1991  Loans 

Less  P&A 

$2,568.7 

$1,530.7 

$5,854.4 

$9,953.8 

Percent  Change 

from  1990 

-15.2 

+3.7 

+3.7 

-2.0 

Percent  Change 
for  Banking  Industry 
1990-1991 

-9.1 

-2.8 

+7.6 

-2.5 

ing  their  capital-asset  ratios  and  leading  to  a  slowdown 
or  reduction  in  bank  lending. 

The  reduction  in  bank  lending  due  to  the  recycling  of 
assets  raises  some  interesting  public  policy  issues. 
First,  what  types  of  borrowers  are  affected  most  by  the 
resolution  of  the  failed  institution's  assets?  Second, 
what  impact  do  the  failed-bank  resolutions  have  on  the 
level  of  overall  economic  activity?  Since  the  FDIC’s 
primary  concern  in  resolving  bank  failures  is  to  mini¬ 
mize  the  cost  of  resolution  to  the  Bank  Insurance  Fund 
(BIF),  this  paper  does  not  address  these  issues.  These 
questions  go  beyond  the  costs  of  resolution  to  the  BIF 
and  should  provide  fertile  ground  for  future  research. 
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Recent  Corporate  Decisions 


On  January  10,  1994,  the  OCC  approved  a  request 
from  First  Fidelity  Bank— Pennsylvania,  National  Asso¬ 
ciation,  to  relocate  its  main  office  from  Philadelphia, 
Pennsylvania,  to  Salem,  New  Jersey;  consolidate  with 
its  Newark,  New  Jersey  affiliate;  and  retain  all  the 
branches  of  both  banks  in  Pennsylvania  and  New  Jer¬ 
sey,  including  branches  at  both  former  main  office 
locations.  This  case  was  precedent-setting  and  laid  the 
legal  groundwork  for  limited  interstate  branching.  The 
transaction  was  consummated  on  January  1 1,  1994. 

On  January  14,  1994,  the  OCC  conditionally  approved 
requests  from  NationsBank  of  North  Carolina,  National 
Association,  Charlotte,  North  Carolina,  and  Nations¬ 
Bank  of  South  Carolina,  National  Association,  Colum¬ 
bia,  South  Carolina,  to  share  a  mobile  CBCT  branch  that 
would  operate  in  both  North  and  South  Carolina.  The 
banks  would  share  one  van,  which  would  be  owned  by 
the  North  Carolina  bank  and  leased  by  the  South 
Carolina  bank.  The  conditions  imposed  related  to 
specific  signage  of  the  van  while  in  each  state  to  denote 
which  bank  was  operating  the  mobile  unit  and  a  re¬ 
quirement  that  the  operation  in  each  state  be  restricted 
to  the  bank  domiciled  in  that  particular  state. 

On  January  28,  1994,  the  OCC  conditionally  approved 
a  request  from  a  $93  million  federal  thrift,  Sequoia 
Federal  Savings  Bank,  Bethesda,  Maryland,  to  convert 
to  a  national  bank  via  the  use  of  an  interim  charter.  The 
multi-step  proposal  would  result  in  the  conversion  of  the 
thrift  to  a  national  bank  and  also  result  in  a  change  in 
ownership  and  control  of  Credit  International 
Bancshares,  Ltd.,  Washington,  D.C.,  the  parent  com¬ 
pany  of  Federal  Capital  Bank,  National  Association, 
Washington,  D.C.  The  existing  institutions  are  closely 
held  with  directors  and  shareholders  of  Credit  Interna¬ 
tional.  The  proposal  included  a  voting  trust,  noncon¬ 
forming  assets,  an  unacceptable  indemnification 


This  section  summarizes  selected  corporate  decisions  completed 
during  the  first  quarter  of  1994.  The  cases  are  noteworthy  because 
they  represent  issues  of  importance  or  unusual  methods  of  ac¬ 
complishing  a  particular  expansion  activity.  Copies  of  the  public 
sections  of  the  applications  may  be  obtained  from  the  Communica¬ 
tions  Division  of  the  OCC  in  Washington,  DC. 

The  section  related  to  the  CRA  is  provided  pursuant  to  Banking 
Circular  238,  dated  June  15,  1989.  These  summaries  are  designed 
to  provide  easier  access  to  OCC  decisions  on  national  bank  cor¬ 
porate  applications  that  have  been  conditionally  approved  or  denied 
on  grounds  related  to  CRA  performance  The  decision  letters  are 
published  monthly  in  the  OCC's  Interpretations  series  and  are  also 
available  to  the  public  from  the  Communications  Division. 


article  in  the  articles  of  association,  and  borrowing  of 
the  capitalization  of  the  interim  bank  from  the  convert¬ 
ing  thrift.  Since  the  transactions  enabled  the  Maryland 
thrift  to  gain  effective  control  of  the  D.C.  bank,  the 
District  of  Columbia  Banking  Department  also  reviewed 
the  proposal  to  determine  whether  any  District  laws 
were  circumvented.  The  transaction  was  consum¬ 
mated  on  January  31,  1994. 

On  February  4, 1 994,  the  OCC  approved  a  request  from 
American  Security  Bank,  National  Association, 
Washington,  D.C.  and  Maryland  National  Bank,  Bal¬ 
timore,  Maryland,  to  relocate  American  Security  Bank, 
National  Association  from  Washington,  D.C.,  to  unin¬ 
corporated  Aspen  Hill,  Maryland,  merge  it  into  its  af¬ 
filiate  in  Baltimore,  Maryland,  retain  all  existing 
branches  of  both  banks  in  Washington,  D.C.  and 
Maryland,  and  establish  a  new  branch  at  the  former 
main  office  of  American  Security  Bank  in  Washington, 
D.C.  Like  the  First  Fidelity  interstate  relocation  case 
detailed  above,  this  case  utilized  OCC’s  legal 
framework  permitting  limited  interstate  branching. 
Comments  raised  by  D.C.  Councilmember  Charlene 
Drew  Jarvis  were  addressed  in  the  decision  document, 
and  the  banks’  parent  company,  NationsBank  Corpora¬ 
tion,  reaffirmed  its  commitments  to  lend  in  the  D.C. 
community.  The  transactions  were  consummated  on 
February  4,  1994. 

On  February  4,  1994,  the  OCC  approved  a  change  in 
equity  capital  proposal  for  a  troubled  bank,  which  al¬ 
lowed  the  bank  to  issue  new  common  stock  in  ex¬ 
change  for  rent  concessions.  The  newly  issued  stock 
would  equal  4.99  percent  of  total  shares  outstanding. 
While  the  rent  concessions  over  the  remaining  5-year 
life  of  the  lease  would  be  $1 . 1  million,  the  present  value 
of  the  stock  the  landlord  would  be  receiving  was 
$118,000.  The  OCC  determined  there  were  no  legal 
prohibitions  and  the  valuation  was  appropriate. 

On  February  18, 1994,  the  OCC  approved  four  national 
trust  bank  charters  for  Texas  Commerce  Bank,  NA, 
Houston,  Texas  ("TCB”),  which  are  to  be  operated  as 
subsidiaries  of  TCB.  The  trust  banks  would  not  take 
deposits  nor  be  insured  by  the  FDIC.  The  banks  were 
being  established  to  facilitate  the  sale  of  trust  opera¬ 
tions  in  four  markets  that  TCB  acquired  earlier  from 
Ameritrust  Texas,  NA,  Dallas.  The  OCC’s  approval  in¬ 
cluded  conditions  giving  OCC  control  over  subsequent 
sale  of  the  uninsured  trust  banks,  which  are  not  subject 
to  the  Change  in  Bank  Control  Act.  and  limiting  their 
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activity  to  trust  operations  unless  OCC  approves  a 
change. 

On  February  23, 1 994,  the  OCC  approved  a  precedent¬ 
setting  interstate  merger  for  First  Fidelity  Bank,  NA, 
Salem,  New  Jersey,  allowing  a  bank  headquartered  in 
one  state  to  acquire  a  bank  in  another  state  and  to  retain 
all  branches  in  both  states.  First  Fidelity  was  granted 
approval  to  acquire  First  Peoples  National  Bank  in 
Kingston,  PA.  This  was  a  routine  merger  application 
when  it  was  filed  originally.  However,  following  First 
Fidelity’s  interstate  relocation  and  consolidation  on 
January  11,  1994,  this  proposal  became  precedent¬ 
setting  as  now  the  merger  involved  a  bank  head¬ 
quartered  in  New  Jersey  acquiring  a  Pennsylvania 
bank  and  retaining  all  branches  in  both  states. 

On  March  17,  1994,  the  OCC  granted  approval  for  a 
bank  with  a  less  than  satisfactory  CRA  rating  to  estab¬ 
lish  a  CBCT  in  a  low  to  moderate  income  area.  The 
establishment  of  the  branch  was  a  part  of  the  bank’s 
action  plan  to  improve  its  CRA  performance.  The  bank 
had  been  granted  previous  approval  to  establish  a 
similar  branch.  The  approvals  were  exceptions  to 
OCC’s  policy  which  would  normally  warrant  a  condi¬ 
tional  approval.  However,  a  conditional  approval  would 
have  prevented  timely  service  to  an  area  acknow¬ 
ledged  as  being  underserved  by  the  bank. 

On  March  17,  1994,  the  OCC  granted  approval  for 
KorAm  Bank,  Seoul,  South  Korea,  to  establish  a  limited 
federal  branch  in  Los  Angeles.  This  was  the  first  federal 
branch  or  agency  to  be  approved  for  a  South  Korean 
bank.  The  approval  was  conditioned  on  the  bank  satis¬ 
fying  a  number  of  conditions  imposed  by  the  Federal 
Reserve  and  the  OCC.  KorAm  Bank  is  30  percent 
owned  by  Bank  of  America  Corporation. 


On  March  30,  1994,  Shawmut  Bank,  NA,  Boston,  MA, 
was  granted  approval  to  acquire  Peoples  Savings 
Bank,  Worcester,  MA,  after  recent  CRA/Fair  Lending 
examinations  of  Shawmut  and  its  affiliates  concluded 
Shawmut’s  performance  was  satisfactory.  As  back¬ 
ground,  in  November  1993,  the  Federal  Reserve  Board 
denied  the  holding  company’s  application  to  acquire  a 
thrift  in  New  Dartmouth,  MA,  based  on  a  DOJ  investiga¬ 
tion  into  charges  of  discrimination  by  an  affiliate 
mortgage  banking  subsidiary,  which  resulted  in  DOJ 
issuing  a  consent  decree.  Based  on  the  satisfactory 
CRA  rating  and  Shawmut’s  compliance  with  the  con¬ 
sent  decree,  this  application  was  approved. 

Decisions  Related  to  the  Community 
Reinvestment  Act 

On  March  17,  1994,  the  OCC  granted  conditional  ap¬ 
proval  for  First  National  Bank  of  Tuckahoe,  Tuckahoe, 
New  Jersey,  to  merge  with  and  into  Sun  National  Bank, 
Medford,  New  Jersey.  The  OCC  made  the  approval 
conditional  because  the  banks  had  demonstrated  less 
than  satisfactory  performances  under  the  Community 
Reinvestment  Act  during  recent  OCC  examinations  of 
the  banks.  The  conditions  require  Sun  National  Bank  to 
achieve  satisfactory  performance  under  the  Com¬ 
munity  Reinvestment  Act  prior  to  consummating  the 
merger.  The  conditions  also  require  the  banks  to  submit 
a  letter  to  the  Northeastern  District  Office  describing 
specific  actions  that  have  and  will  be  taken  to  address 
the  Community  Reinvestment  Act  deficiencies  noted 
during  the  most  recent  examination  of  First  National 
Bank  of  Tuckahoe. 


Appeals  Process 


Case  1 :  Appeal  of  a  CAMEL  Rating 

Background 

A  formal  appeal  was  received  concerning  a  composite 
CAMEL  rating  of  “3”  and  the  designation  of  the  bank 
as  a  troubled  institution.  The  appellant’s  letter  detailed 
the  following: 

•  Classified  assets  are  38  percent  of  total  capital. 

•  Risk-based  capital  equals  13  percent  of  assets. 

•  The  bank  believes  that  its  credit  administration 
and  underwriting  practices  meet  or  exceed  all 
requirements  for  safe  and  sound  banking. 

•  The  OCC  did  not  classify  a  single  loan  that  the 
bank  had  passed  internally. 

•  The  bank's  loan  loss  reserve  was  found  to  be 
adequate,  despite  the  "downgrading”  of  clas¬ 
sifications. 

•  The  bank  is  well  capitalized,  maintains  a  strong 
liquidity  position,  and  has  eight  consecutive 
years  of  positive  earnings. 

•  The  supervisory  office  did  not  consider  all  the 
facts  in  drawing  conclusions  on  three  loans. 

The  bank’s  appeal  acknowledges  that  there  are  areas 
in  need  of  improvement,  but  states  that  the  overall 
condition  of  the  bank  is  satisfactory  and  it  should  not 
be  designated  as  troubled. 

Discussion 

The  supervisory  office  based  its  "3”  rating  on  the  bank's 
asset  quality,  earnings,  and  management’s  inability  to 
improve  the  condition  of  the  bank  through  the  guidance 
offered  in  two  informal  administrative  actions.  The  ex¬ 
aminers  observed  a  deterioration  in  asset  quality  to  a 
less-than-satisfactory  level.  They  felt  that  manage¬ 
ment’s  inability  to  identify  problem  loans  in  a  timely 
manner,  inadequate  collection  procedures,  and  inex¬ 
perienced  staff  resulted  in  continuing  high  levels  of  loan 
losses,  nonperforming  assets,  and  delinquent  loans. 
Since  the  prior  examination,  there  had  been  a  migration 
of  problem  loans  to  more  severe  categories.  Due  to 
large  provisions  to  the  allowance  for  loan  and  lease 


losses  (ALLL)  the  bank’s  earnings  were  negative  as  of 
the  examination  date. 

The  District  Supervisory  Review  Committee  had  based 
the  bank’s  troubled  bank  designation  on  management’s 
prior  inability  to  improve  the  condition  of  the  bank  under 
informal  supervisory  actions. 

Conclusion 

The  appeal  was  filed  about  seven  months  after  the  ex¬ 
amination.  In  addition,  the  processing  of  the  appeal  was 
delayed  because  a  key  management  official  of  the  bank 
was  out  of  the  country  and  unable  to  meet  with  the 
Ombudsman’s  Office  staff.  The  appeal  package  included 
analyses  containing  information  that  had  not  been  avail¬ 
able  to  the  examiners  during  the  onsite  examination  (e.g., 
an  independent  loan  review  performed  after  the  examina¬ 
tion,  updated  policies,  and  the  resumes  of  additional 
personnel  hired  after  the  examiners  left  the  bank).  The 
bank  had  moved  forward  with  the  examination  recom¬ 
mendations  pending  the  resolution  of  the  appeal.  Also, 
during  the  course  of  the  processing  of  the  appeal,  the 
bank  provided  updated  financial  highlights. 

Many  changes  had  occurred  at  the  bank  since  the 
conclusions  incorporated  in  the  report  of  examination 
were  reached.  Although  the  Ombudsman’s  Office 
generally  concurred  with  the  conclusions  rendered  in 
the  ROE,  the  bank's  management  effectively  presented 
its  extensive  efforts  to  refocus  and  address  the  bank's 
deficiencies.  Because  of  these  efforts,  a  comprehen¬ 
sive  full-scope  examination  to  reevaluate  the  overall 
condition  of  the  bank  was  scheduled  to  begin  within  30 
days.  The  rating  on  the  bank  will  remain  unchanged 
until  that  examination  has  been  completed. 

Based  on  our  analysis  of  the  information  the  bank 
submitted  after  the  closing  of  the  examination  and  a 
comprehensive  meeting  with  management  and  the 
board  of  directors,  the  designation  of  the  bank  as  a 
troubled  institution  was  lifted.  Furthermore,  the  district 
office  will  not  move  forward  with  any  additional  form  of 
administrative  action  until  the  conclusions  of  the  up¬ 
coming  examination  have  been  reached. 

Case  2:  Appeal  of  CRA  Rating 

Background 

A  formal  appeal  was  received  concerning  a  bank's 
Community  Reinvestment  Act  (CRA)  rating  of  Needs 
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to  Improve  Record  of  Meeting  Community  Credit 
Needs."  The  performance  evaluation  and  report  of 
examination  (ROE)  stated  four  reasons  why  the  bank's 
performance  needed  to  improve: 

•  The  bank’s  efforts  to  ascertain  and  address  the 
community's  credit  needs  have  not  fully  con¬ 
sidered  the  needs  of  low-  and  moderate-in¬ 
come  segments  of  the  community. 

•  Until  recently,  the  board  of  directors  has  not 
provided  effective  guidance  and  monitoring  of 
the  CRA  program. 

•  The  bank’s  marketing  program  includes  a  high 
deposit  requirement,  which  hinders  segments 
of  the  community  from  developing  a  banking 
and  credit  relationship  with  the  bank. 

•  The  bank’s  lending  record  reflects  its  focus  on 
loans  to  businesses  and  affluent  individuals; 
lending  to  low-  and  moderate-income  seg¬ 
ments  of  the  community  is  limited.  The  bank 
has  not  successfully  participated  in  local  com¬ 
munity  development  or  redevelopment  projects 
in  a  manner  consistent  with  its  resources  and 
capabilities. 

Three  weeks  after  the  supervisory  duty  station  con¬ 
ducted  a  CRA  examination  at  the  bank,  the  examiners 
held  a  preliminary  exit  meeting  with  management. 
Management  strenuously  objected  to  the  overall  con¬ 
clusion  of  a  "needs  to  improve"  rating  and  alleged  that 
there  had  been  some  instances  of  unprofessional  con¬ 
duct  during  the  examination.  The  allegation  of  un¬ 
professional  conduct  was  appropriately  handled  by  the 
district  deputy  comptroller. 

During  the  two  months  following  the  preliminary  exit 
meeting,  the  field  manager  and  a  group  of  examiners 
who  did  not  participate  in  the  initial  examination 
reviewed  workpapers  and  asked  for  additional  informa¬ 
tion  from  the  bank.  The  field  manager  confirmed  the 
"needs  to  improve”  rating  and  communicated  his  con¬ 
clusions  to  the  bank. 

A  week  later  the  bank  chairman  informed  the  district 
deputy  comptroller  that  the  bank  would  appeal  its  rating 
to  the  district;  the  chairman  requested  approval  to 
present  the  bank’s  appeal  to  the  district  office  within  the 
next  two  months,  which  was  granted.  The  bank’s  formal 
appeal  was  received  eight  weeks  later.  Four  weeks 
after  receiving  the  bank’s  appeal  the  district  office  sent 
a  letter  to  the  chairman  of  the  board  stating  its  deter¬ 
mination  that  the  rating  should  remain  "needs  to  im¬ 
prove."  The  district  office  closed  the  bank’s  CRA 
examination  by  sending  it  a  final  performance  evalua¬ 


tion  dated  the  date  the  bank  filed  its  appeal  with  the 
district  deputy  comptroller.  Six  weeks  later  the  bank 
formally  appealed  the  district’s  rating  to  the  Ombuds¬ 
man’s  Office. 

Because  of  the  magnitude  of  the  issues  involved,  a 
reassessment  of  the  bank’s  overall  CRA  performance 
was  conducted.  Two  independent  examiners,  each 
with  an  extensive  background  in  CRA,  reviewed  the 
examination  workpapers  and  the  information  presented 
in  the  bank’s  two  appeals  and  visited  the  bank  to  review 
data  onsite.  Because  the  bank  had  been  officially 
notified  of  its  “needs  to  improve"  rating  in  the  perfor¬ 
mance  evaluation,  the  two  independent  examiners 
used  the  date  the  evaluation  was  mailed  as  the  cut-off 
date  for  reviewing  relevant  information,  consistent  with 
interagency  guidelines. 

Discussion 

Two  main  differences  were  found  in  the  second  review 
of  the  bank’s  performance  under  CRA.  The  first  in¬ 
volved  the  passage  of  time  and  the  second  a 
philosophical  difference  in  evaluating  extensions  of 
credit  to  small  businesses.  The  supervisory  office  had 
dated  the  final  performance  evaluation  about  30  days 
before  it  was  mailed.  The  independent  examiners  con¬ 
sidered  all  efforts  the  bank  had  extended  in  meeting  its 
community’s  credit  needs  up  until  the  date  the  perfor¬ 
mance  evaluation  was  mailed.  During  the  time  from  the 
original  examination  to  the  date  the  performance 
evaluation  was  mailed,  the  bank  had  made  substantial 
progress  in  complying  with  the  Community  Reinvest¬ 
ment  Act.  Below  is  a  discussion  of  each  of  the  four 
criticisms  in  the  original  performance  evaluation: 

Expanded  Contacts.  The  bank  had  expanded  its  con¬ 
tacts  in  the  several  months  that  elapsed  from  the  initial 
review  until  the  mailing  of  the  performance  evaluation. 
Those  contacts  have  resulted  in  development  of  an 
affordable  mortgage  program  aimed  at  potential  low- 
to  moderate-income  borrowers  and  increased  efforts  to 
participate  in  broader  community  development  lend¬ 
ing. 

Board  Involvement.  The  involvement  of  the  board  of 
directors  had  increased  substantially  between  the 
original  examination  and  the  mailing  of  the  final  perfor¬ 
mance  evaluation.  During  the  initial  onsite  work,  the 
board  of  directors  had  adopted  a  comprehensive  CRA 
plan,  but  not  enough  time  had  elapsed  to  see  whether 
the  plan  would  result  in  improved  administration  and 
increased  performance.  The  two  independent  ex¬ 
aminers  were  able  to  review  documentation  showing 
the  board’s  heightened  involvement  in  directing  the 
bank’s  CRA  activities.  The  board’s  chairman  has  taken 
an  active  role  as  CRA  officer.  Management  had  pre- 
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pared  and  the  board  reviewed  several  analyses  of  the 
geographic  distribution  of  the  bank’s  approved  loans. 
The  board  had  also  reviewed  one  bimonthly  manage¬ 
ment  report  detailing  progress  under  the  CRA  plan. 
Management  developed  and  the  board  approved  an 
affordable  mortgage  program  for  low-  to  moderate-in¬ 
come  applicants. 

Minimum  Deposit  Requirement.  The  bank  stated  in  the 
appeal  that  its  policy  was  to  waive  the  minimum  deposit 
requirement  for  customers  if  it  was  an  obstacle.  In  order 
for  the  OCC  to  say  that  a  bank  policy  has  a  prohibited 
disproportionate  adverse  impact,  it  must  first  establish 
evidence  of  disproportionate  impact  on  the  basis  of 
race/national  origin,  gender,  marital  status,  etc.  During 
their  visit  to  the  bank,  the  reviewers  looked  at  about  half 
of  all  denied  and  withdrawn  credit  applications 
received  by  the  bank  during  the  past  year.  The  OCC 
was  not  able  to  find  any  evidence  to  support  a  charge 
that  the  bank’s  minimum  deposit  requirement  or  main¬ 
tenance  of  a  minimum  deposit  balance  disadvantaged 
a  particular,  protected  group.  It  could  not  be  shown  that 
members  of  a  protected  group  avoided  becoming  cus¬ 
tomers  or  were  rejected  as  customers  because  of  the 
bank’s  minimum  deposit  requirement.  The  marketing  of 
an  initial  deposit  requirement  was  eliminated  during  the 
examination. 

Loans  to  Small  Businesses.  The  supervisory  office  did 
not  consider  all  loans  to  small  businesses.  It  excluded 
loans  to  small  businesses  not  located  in  low-  to 
moderate-income  areas.  Also,  it  did  not  give  full  con¬ 
sideration  to  small  business  loans  the  bank  had 
generated  in  low-  to  moderate-income  areas  if  the 
owners  of  the  small  businesses  were  affluent.  The 
bank’s  lending  record  was  re-evaluated  to  include  all 
lending  to  small  businesses,  regardless  of  the 
geographic  location  of  the  business  or  the  financial 
capacity  of  the  owner.  Any  small  businesses  located  in 
low-  to  moderate-income  areas  are  presumed  likely  to 
provide  a  foundation  for  continued  growth  in  those 
areas  and  a  source  of  local  jobs  and  thus  should  be 
given  consideration  in  an  evaluation. 

The  bank’s  lending  record,  particularly  in  commercial 
credits,  reflects  satisfactory  performance.  Over  80  per¬ 
cent  of  the  bank’s  loans  are  in  commercial  credits.  Over 
one  third  of  its  loans  are  to  small  businesses  or  low-  to 
moderate-income  individuals.  Approximately  40  per¬ 
cent  of  the  bank’s  small  business  loans  were  requests 
to  borrow  less  than  $50M. 

Conclusion 

Although  at  the  time  of  the  initial  compliance  examina¬ 
tion  the  bank’s  demonstration  of  meeting  the  credit 
needs  of  its  community  was  not  fully  developed,  during 


the  period  before  the  final  performance  evaluation  was 
issued,  much  progress  was  made.  The  issues  of  board 
involvement,  efforts  to  identify  the  needs  of  low-  to 
moderate-income  individuals  and  small  businesses, 
and  the  perceived  hinderance  of  the  initial  deposit 
requirement  were  addressed.  In  addition,  OCC  inter¬ 
pretation  of  the  current  CRA  statute  is  that  all  loans  to 
small  businesses,  regardless  of  the  geographic  loca¬ 
tion  of  the  business  or  the  financial  capacity  of  the 
owner,  are  meeting  an  identified  credit  need  of  the 
community.  Based  on  this  analysis,  a  revised  perfor¬ 
mance  evaluation  was  issued  to  the  bank  reflecting  a 
rating  of  “Satisfactory  Record  of  Meeting  Community 
Credit  Needs." 

Case  3:  Appeal  of  OCC  Policy  on  Returning 
a  Nonaccrual  Asset  to  Accrual  Status 

Background 

An  appeal  was  filed  requesting  that  OCC  reassess  its 
policy  regarding  the  return  of  a  nonaccrual  asset  to 
accrual  status.  At  issue  is  the  30-day  time  period  stated 
in  the  discussion  of  the  term  "in  process  of  collection" 
in  Banking  Bulletin  91-19.  Specifically,  the  appeal 
makes  the  following  points: 

•  The  policy  is  contrary  to  the  call  report  instruc¬ 
tions  that  have  historically  established  the  ac¬ 
counting  regulations  for  banks. 

•  The  policy  is  inconsistent  with  Internal  Revenue 
Service  procedures,  which  require  banks  to 
pay  taxes  on  interest  the  bank  fully  expects  to 
collect  in  the  future,  regardless  of  a  loan’s 
accrual  status. 

•  The  policy  places  the  bank  at  a  significant 
disadvantage  in  negotiations  with  its  cus¬ 
tomers  (borrowers  who  want  to  reduce  their 
interest  rate  may  simply  stop  making  pay¬ 
ments,  recognizing  that  the  bank  will  rene¬ 
gotiate  to  avoid  nonaccrual  status). 

•  The  policy  gives  no  regard  to  the  amount  or 
quality  of  the  collateral;  for  a  well-secured  loan, 
ultimate  collection  of  principal  and  interest  is 
only  a  matter  of  timing. 

•  In  certain  states,  foreclosures  routinely  take 
between  24  and  36  months.  The  bank  must  pay 
taxes  on  the  accrued  but  uncollected  income; 
deferring  income  on  these  loans  until 
foreclosure  takes  place  distorts  the  financial 
statements  reported  by  the  bank. 
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The  bank  felt  that  although  the  30-day  policy  may  have 
made  sense  in  1991,  it  certainly  does  not  today.  In  the 
bank's  opinion,  the  ultimate  test  should  be  the 
reasonableness  of  the  collection  in  full  of  principal  and 
interest 

Discussion 

The  instructions  to  the  Consolidated  Reports  of  Condi¬ 
tion  and  Income  (call  report)  state  the  following:  "As  a 
general  rule,  a  nonaccrual  asset  may  be  returned  to 
accrual  status  when  (1 )  none  of  its  principal  and  interest 
is  due  and  unpaid,  and  the  bank  expects  repayment  of 
the  remaining  contractual  principal  and  interest,  or,  (2) 
when  it  otherwise  becomes  well  secured  and  in  the 
process  of  collection." 

The  instructions  state  that  an  asset  is  “in  the  process  of 
collection”  if  collection  of  the  asset  is  proceeding  in  due 
course  either  (1)  through  legal  action,  including  judg¬ 
ment  enforcement  procedures,  or  (2)  in  appropriate 
circumstances,  through  collection  efforts  not  involving 
legal  action  that  are  reasonably  expected  to  result  in 
repayment  of  the  debt  or  in  its  restoration  to  a  current 
status  in  the  near  future.  The  call  report  instructions  are 
silent  with  respect  to  a  specific  period  of  time  for  the  full 
collection  or  restoration  to  current  status. 

Banking  Bulletin  91-19  defines  the  phrase  “in  process 
of  collection”  as  follows:  "Generally,  a  loan  should  be 
considered  in  the  process  of  collection  if,  based  on  a 
probable  specific  event,  such  as  the  closing  of  a 
negotiated  sales  contract,  it  is  expected  that  the  loan 
will  be  repaid  or  brought  current.  The  commencement 
of  collection  efforts,  plans  to  liquidate  collateral,  ongo¬ 
ing  workouts,  restructurings  or  settlements  do  not,  in 
and  of  themselves,  allow  a  loan  to  meet  the  definition. 
There  must  be  evidence  that  collection  in  full  of 
amounts  due  and  unpaid  will  occur  shortly.  Generally, 
this  collection  period  should  not  exceed  30  days.  Only 
in  cases  where  the  timing  and  amount  of  repayment  is 
certain,  may  there  be  a  longer  period  of  collection.” 

Conclusion 

The  ombudsman  found  that  perfectly  legitimate  cir¬ 
cumstances  can  and  routinely  do  arise  in  which  the 
collection  period  for  well-secured  loans  that  are  delin¬ 
quent  more  than  90  days  justifiably  exceeds  30  days 
and  the  bank’s  ability  to  collect  all  amounts  due  and 
unpaid  in  a  reasonable  time  frame  is  certain.  No  single, 
restricted  definition  of  "reasonable"  is  warranted;  one 
must  be  able  to  exercise  common  sense  and  sound 
business  judgment.  Although  a  collection  period  not 
exceeding  30  days  is  strongly  desired,  such  a  30-day 
horizon  should  not  be  used  as  an  inflexible  benchmark. 


In  the  near  future,  the  Office  of  the  Chief  National  Bank 
Examiner  will  provide  written  communication  to  all  na¬ 
tional  banks  and  examining  personnel  specifically 
clarifying  what  constitutes  “in  process  of  collection." 

Case  4:  Appeal  of  Troubled  Institution 
Designation 


Background 

A  formal  appeal  was  received  concerning  the  following 
two  issues  from  a  recent  report  of  examination  (ROE): 

•  The  bank’s  designation  as  a  troubled  institution 
under  section  914  of  the  Financial  Institutions 
Reform,  Recovery  and  Enforcement  Act  of 
1989  (FIRREA),  and 


•  A  request  to  obtain  a  legal  opinion  on  cross- 
pledging  of  collateral  between  certain  entities. 


Section  914  of  FIRREA.  The  ROE  stated  that  due  to  a 
concern  over  unresolved  ownership,  the  bank  would 
remain  in  troubled  condition  and  thus  subject  to  section 
914  of  FIRREA.  The  bank  felt  that  this  designation  was 
inconsistent  with  the  other  findings  at  the  examination. 
The  report  had  relayed  to  the  bank  that  its  composite 
CAMEL  rating  was  a  "2.”  The  appeal  states  that  the 
bank  has  been  living  with  the  unresolved  ownership 
issue  for  almost  four  years  and  during  that  time  its 
condition  has  improved  significantly.  The  bank  con¬ 
tends  there  is  no  evidence  whatsoever  that  the  un¬ 
resolved  ownership  issue  has  in  any  way  adversely 
affected  the  bank’s  financial  condition  or  its  safety  and 
soundness.  Without  evidence  of  a  detrimental  impact 
to  the  bank’s  financial  condition  as  a  result  of  the 
unresolved  ownership  issue,  the  bank  submits  that 
there  is  no  basis  for  the  bank  to  be  designated  by  the 
OCC  as  being  in  troubled  condition. 

The  appeal  states  that  the  board  of  directors  will  com¬ 
mit,  through  the  passage  and  adoption  of  an  ap¬ 
propriate  board  resolution,  that  the  bank  would  be 
required  to  obtain  the  prior  approval  of  the  OCC  for  any 
change  involving  its  directors  or  senior  executive  of¬ 
ficers  and  would  not  seek  to  bid  on  any  failed  financial 
institutions  without  the  prior  approval  of  the  OCC.  The 
board  proposes  that  these  resolutions  exist  until  the 
ownership  issue  is  resolved.  The  board  of  directors  felt 
that  designation  as  a  troubled  institution  limited  the 
bank’s  ability  to  attract  outside  directors,  obtain  fidelity 
insurance,  and  resolve  the  supervisory  concerns  of  the 
OCC. 
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Legal  Opinion  on  Cross-Pledging.  The  second  issue 
concerns  a  request  in  the  ROE  that  the  bank  acquire  a 
legal  opinion  from  qualified  counsel  on  the  cross- 
pledging  of  collateral  between  certain  entities.  The 
ROE  states  that  the  bank  has  a  high  level  of  lending  to 
U.S.  subsidiaries  of  foreign  corporations,  to  foreign 
nationals,  and  to  affiliated  companies  of  foreign  cor¬ 
porations.  It  further  states  that  the  loan  policy  does  not 
adequately  address  this  lending  segment.  Much  of  the 
financial  information  on  these  entities  (many  of  which 
are  affiliated  with  owners  of  the  bank)  is  of  poor  quality, 
making  effective  credit  analysis  impossible.  There  is 
also  a  tremendous  amount  of  cross-pledged  collateral 
between  these  and  numerous  other  foreign  entities.  The 
ROE  goes  on  to  state  that  this  lending  segment  has 
been  a  profitable  one  for  the  bank  for  over  eight  years 
and  the  bank  has  experienced  no  losses  from  these 
extensions.  However,  about  one  third  of  the  bank's  total 
loan  portfolio  is  in  the  international  or  related  area.  A 
high  percentage  of  the  loans  are  secured  by  certifi¬ 
cates  of  deposit  and  involve  situations  where  the 
deposits  of  one  company  are  pledged  to  secure  the 
loans  of  other  borrowers.  The  ROE  expresses  a  con¬ 
cern  that  there  may  be  a  lack  of  consideration  to  allow 
for  a  valid  and  perfected  lien  position.  It  states  that  a 
legal  opinion  by  a  law  firm  experienced  in  the  cross- 
pledging  of  collateral  between  separate  entities  should 
be  obtained  and  incorporated  into  the  loan  policy  to 
determine  the  legitimacy  of  these  lien  positions.  The 
legal  opinion  should  also  address  the  issue  of  perfect¬ 
ing  lien  positions  on  assets  of  foreign  borrowers. 

The  appeal  gives  the  following  reasons  why  the  bank 
does  not  believe  that  a  legal  opinion  is  warranted  or 
necessary: 

The  bank  has  been,  for  the  most  part,  doing 
business  with  these  obligers  for  over  eight  years. 

As  to  these  loan  customers,  the  bank  has  consis¬ 
tently  adhered  to  the  prudential  safeguard  of 
"know  thy  customer."  Contrary  to  the  examiners’ 
statement  in  the  report,  the  bank’s  loan  policy 
does  adequately  address  this  lending  segment. 
Significantly,  the  collateral  for  the  loans  in  ques¬ 
tion  consists  almost  entirely  of  certificates  of 
deposit  of  the  bank.  There  are  no  other  assets  of 
foreign  corporations  pledged  to  the  bank  on  these 
loans  other  than  the  bank’s  certificates  of  deposit. 

Since  separate  corporations  are  pledging  certifi¬ 
cates  of  deposit  of  the  bank  as  collateral  for  the 
loans  in  question,  the  bank  is  at  a  complete  loss 
as  to  how  or  why  there  could  be  a  lack  of  con¬ 
sideration  that  could  possibly  adversely  affect  the 
bank's  lien  position.  The  bank  has  possession  of 
the  funds  serving  as  the  bank’s  security  for  the 
loans.  Additionally,  the  bank  further  protects  itself 


by  obtaining  a  security  agreement  covering  the 
pledged  bank  certificates  of  deposit.  It  appears 
to  the  bank  that  any  potential  lack  of  consideration 
problem  that  may  be  raised  would  occur  between 
the  pledgor  of  the  bank  certificates  of  deposit  and 
the  obligor,  and  not  the  bank,  who  has  a  perfected 
security  interest  by  operation  of  law,  i.e.,  its  pos¬ 
session  of  the  collateral. 

The  bank  has  never  once  been  faced  with  a  lack 
of  consideration  issue  that  adversely  affected  its 
lien  position  of  the  collateral  pledged  on  the  loans 
in  question  in  over  eight  years.  These  particular 
loans  have  been  a  profitable  lending  segment  for 
over  eight  years  without  any  losses  to  the  bank. 

In  all  the  examinations  that  have  occurred  in  the 
past  years  the  concern  of  lack  of  consideration 
has  never  been  raised.  In  short,  the  bank  feels  that 
the  lack  of  consideration,  under  the  circumstan¬ 
ces  discussed  above,  has  not  been  and  is  not 
now  a  problem. 

Therefore,  the  bank  feels  that  the  required  legal 
opinion  is  unnecessary  and  unwarranted  and 
would  be  an  unneeded  expenditure  of  its  funds. 

Discussion 

Section  914  of  FIRREA.  Beginning  on  August  9,  1989, 
Section  914  of  FIRREA  required  that  certain  insured 
depository  institutions  and  depository  institution  hold¬ 
ing  companies  give  at  least  30  days  prior  notice  to  the 
appropriate  federal  banking  agency  of  any  proposed 
changes  in  directors  and  senior  executive  officers.  The 
regulation  requires  a  national  bank  to  file  a  prior  notice 
of  changes  in  directors  or  senior  executive  officers  if  it 
meets  any  one  of  the  following  criteria: 

•  It  has  been  chartered  less  than  two  years; 


•  Within  the  last  two  years,  it  has  undergone  a 
change  in  control  that  required  a  notice  to  be 
filed  under  the  Change  in  Bank  Control  Act  or 
12CFR  5.5;  or 


•  It  is  not  in  compliance  with  the  minimum  capital 
requirements  applicable  to  it  or  is  otherwise  in 
“troubled  condition." 


The  term  "troubled  condition”  means  a  national  bank 
that: 

•  Has  a  composite  rating  of  4  or  5  under  the 
Uniform  Financial  Institutions  Rating  System: 
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•  Is  subject  to  a  cease  and  desist  proceeding  or 
order,  or  a  formal  written  agreement,  unless 
otherwise  informed  in  writing  by  the  OCC;  or 

•  Is  informed  in  writing  as  a  result  of  a  super¬ 
visory  analysis  that  it  has  been  designated  as 
in  “troubled  condition"  for  the  purpose  of  this 
section. 

Eight  years  ago  a  change  in  control  notice  was  filed  with 
the  OCC  by  a  group  of  investors  from  the  local  area  of 
the  bank.  Conditional  approval  was  granted  by  the 
OCC  and  a  loan  agreement  was  signed  between  the 
group  of  investors  and  another  local  bank  to  finance  the 
purchase  of  this  institution.  A  nonbank  holding  com¬ 
pany,  controlled  by  foreign  nationals,  then  purchased 
the  various  bank  stock  loans  of  the  17  local  investors 
from  the  financing  bank.  In  addition,  the  nonbank  hold¬ 
ing  company  paid  the  interest  on  the  bank  stock  loans 
and  had  the  investors  sign  a  promissory  note  for  the 
interest.  A  short  time  later  the  Federal  Reserve  ap¬ 
proved  a  holding  company  for  the  bank.  The  stock  held 
by  the  group  of  investors,  with  the  exception  of  the 
directors’  qualifying  shares,  was  exchanged  for  shares 
of  the  newly  approved  holding  company.  The  nonbank 
holding  company  then  foreclosed  on  the  stock  loans 
and  acquired  control  of  the  underlying  stock.  The 
Federal  Reserve  cited  a  violation  of  Section  3  of  the 
Bank  Holding  Company  Act  as  a  result  of  the  failure  of 
the  bank  holding  company  and  its  parent  company  to 
comply  with  material  representations  regarding  owner¬ 
ship  and  capital  structure  made  in  its  application  to 
become  a  bank  holding  company.  To  correct  the  viola¬ 
tion  the  Federal  Reserve  required  the  nonbank  holding 
company  (parent  company)  to  divest  itself  of  its  equity 
interest  in  the  bank  holding  company  by  year-end  1 990. 
To  date  the  ownership  of  the  parent  company  has  not 
complied  with  this  request. 

Legal  Opinion  on  Cross-Hedging.  Most  of  the  loan  and 
deposit  relationships  involved  companies  chartered  in 
the  Cayman  Islands.  The  broad  powers  of  attorney 
were  signed  by  several  common  corporate  directors. 
In  some  instances  several  of  the  corporate  directors 
given  authority  to  pledge  a  certificate  of  deposit  for  one 
company  were  the  same  as  the  corporate  directors 
signing  the  power  of  attorney  to  borrow  funds  from  the 
bank  under  the  name  of  another  company.  The  ROE 
also  details  concern  about  the  lack  of  consideration  or 
the  absence  of  evidence  that  consideration  exists  be¬ 
tween  apparently  unrelated  parties.  This  concern  invol¬ 
ves  both  companies  that  borrow  and  have  pledged 
certificates  of  deposit  to  one  another’s  loans  and  those 
instances  in  which  the  certificates  of  deposit  are 
pledged  to  borrowers  where  no  apparent  relationship 
exists.  Documentation  in  the  credit  file  is  minimal,  due 
to  the  cash  collateral,  and  the  information  available 


does  not  explain  why  these  entities  would  pledge  their 
assets  for  other  borrowers.  This  is  especially  confusing 
when  the  entity  pledging  a  certificate  of  deposit  has  its 
own  loans  for  which  it  has  relied  on  others  to  provide 
the  cash  collateral. 

Conclusion 

The  board  of  directors  passed  a  board  resolution  stat¬ 
ing  that  the  bank  would  give  the  OCC  prior  notification 
if  the  board  added  or  replaced  a  member  or  if  the  bank 
employed  anyone  considered  a  senior  executive  of¬ 
ficer.  Based  on  the  passage  of  this  resolution,  the 
designation  as  a  troubled  bank  was  lifted. 

During  a  meeting  held  with  the  chief  executive  office  of 
the  bank  and  the  bank’s  legal  counsel,  it  was  repre¬ 
sented  that  the  bank  had  adopted  and  implemented 
policies  and  procedures  in  the  international  lending 
area.  Management  assured  the  ombudsman  that  the 
lending  of  significant  amounts  of  bank  funds  to  U.S. 
subsidiaries  of  foreign  corporations,  to  foreign  nation¬ 
als,  and  to  affiliated  companies  of  foreign  corporations 
(referred  to  henceforth  as  "unique  lending  practice")  is 
conducted  in  a  safe  and  sound  manner  and  in  com¬ 
pliance  with  banking  law.  It  was  also  stated  that  the 
custom  of  using  powers  of  attorney  from  both  the 
borrower  and  the  pledger  of  the  certificate  of  deposit 
has  been  informally  reviewed  by  counsel  for  the  validity 
of  the  transaction  and  to  ensure  the  enforceability  of  the 
bank’s  lien  position.  Because  of  the  volume  of  these 
loans  and  their  unusualness  for  a  community  bank,  the 
ombudsman  requested  the  bank’s  board  of  directors  to 
obtain  written  confirmation  from  qualified  bank  counsel 
experienced  in  international  banking  law,  substantiat¬ 
ing  that  the  bank’s  lending  practices  in  this  area  are 
performed  in  a  safe  and  sound  manner  and  in  com¬ 
pliance  with  banking  laws,  rules,  and  regulations.  The 
opinion  was  asked  to  discuss: 

•  The  adequacy  of  the  bank’s  policies  and  pro¬ 
cedures  in  this  unique  lending  area; 

•  Implementation  of  these  policies  and  proce¬ 
dures; 

•  The  safety  and  soundness  of  lending  in  this 
unique  manner  to  the  extent  and  in  the  manner 
existing  at  the  bank; 

•  Potential  or  apparent  conflicts  of  interest  and 
the  legality  of  broad  powers  of  attorney  con¬ 
veyed  to  accommodate  both  borrowing  and 
pledging  of  assets  on  behalf  of  multiple  in¬ 
dividual/corporate  borrowers; 
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•  The  legality  of  pledging  one  asset  as  collateral 
for  multiple  borrowers; 

•  The  adequacy  of  the  bank’s  lien  position  and 
perfection  of  security  interests,  including  its 
enforceability;  and 

•  The  applicability  or  lack  thereof  of  the  issue  of 
consideration  as  it  relates  to  the  collateral 
provided  for  the  loans  that  are  part  of  the 
unique  lending  practice  at  issue. 

This  written  opinion  will  formalize  facts  that  have  been 
relied  upon  in  arranging  the  unique  lending  practices 
at  issue  and  provide  documentation  of  the  bank’s  uni¬ 
que  lending  practices  if  these  issues  are  raised  during 
future  regulatory  examinations.  Due  to  the  volume  and 
atypical  nature  of  these  transactions,  this  opinion  was 
requested  to  be  obtained  within  60  days. 

Case  5:  Appeal  of  a  CAMEL  Rating 

Background 

A  formal  appeal  was  received  concerning  a  composite 
CAMEL  rating  of  "3.”  The  bank  appealed  a  number  of 
conclusions  in  the  bank’s  latest  report  of  examination 
(ROE)  and  alleged  the  examination  had  not  been  con¬ 
ducted  in  a  professional  manner.  The  appeal  specifi¬ 
cally  questioned  the  conclusions  reached  in  the  asset 
quality  and  board  and  management  supervision  areas. 

The  bank  specifically  disagreed  with  the  conclusion 
that  asset  quality  is  poor  and  continues  to  decline.  In 
the  appeal,  the  bank  contested  the  loan  classification 
of  three  credits  and  quoted  the  asset  quality  statements 
in  the  ROE  with  which  it  disagreed: 

•  "The  problem  loan  rating  process  and  the  loan 
review  function  are  ineffective.  While  the 
’inherent’  weaknesses  were  identified,  the  level 
of  risk  was  not  appropriately  rated.” 

•  "Credit  administration  practices  are  unsatis¬ 
factory.  Concerns  include:  an  inadequate 
analysis  of  the  borrower’s  repayment  ability;  a 
high  level  of  credit  exceptions;  inadequate  of¬ 
ficer  memos  outlining  status  of  credits;  weak 
underwriting  on  real  estate  acquisition  and 
development  loans;  and  an  incomplete  system 
of  monitoring  lot  sales." 

•  "The  appraisal  process  and  the  internal  review 
function  need  improvement.” 

•  "The  methodology  for  determining  the  al¬ 
lowance  for  loan  and  lease  losses  (ALLL) 


needs  refinement  and  the  loan  policy  needs 
expansion  to  comply  with  Banking  Circular  201 
(BC-201)." 

•  “Liberal  underwriting  standards  for  bank- 
financed  other  real  estate  owned  (OREO) 
sales.  The  loan  policy  does  not  contain  under¬ 
writing  guidelines  for  financing  OREO  sales." 

•  "Insider  transactions  have  resulted  in  violations 
of  law  and  regulation.  Additionally,  there  ap¬ 
pears  to  be  evidence  of  breach  of  fiduciary 
duty.  Specifically,  the  directors'  duty  of  loyalty 
to  the  bank  may  have  been  breached." 

The  bank  included  details  of  alleged  unprofessional 
behavior  in  its  discussion  of  each  of  the  above  items. 
Because  of  the  allegations  of  unprofessionalism  and 
the  technical  nature  of  the  issues,  two  expert,  seasoned 
examiners  were  sent  into  the  bank  to  review  the  asset 
quality  area  and  assess  management’s  supervision  of 
such. 

Discussion  and  Conclusions 

After  the  independent  team  of  experts  had  conducted 
a  comprehensive  review,  their  findings  were  divided 
into  several  topical  areas,  which  are  discussed  below. 

Examiner/Officer  Conduct  and  Professionalism 

The  ombudsman,  along  with  the  independent  team  of 
experts,  met  with  senior  management  of  the  bank  to 
discuss  each  of  the  allegations.  In  addition,  the  om¬ 
budsman  and  the  experts  discussed  each  of  the  issues 
with  the  key  examiners  from  the  examination.  The  om¬ 
budsman  also  met  extensively  with  the  OCC  senior 
management  team  of  the  district  in  which  the  bank  is 
located. 

After  fully  investigating  these  issues,  the  ombudsman 
believes  that  the  conduct-related  matters  raised  in  the 
appeal  resulted  primarily  from  differing  interpretations 
of  verbal  exchanges  that  occurred.  It  is  also  the 
ombudsman’s  belief  that  the  examiner-in-charge’s 
direct  style  of  communication,  as  well  as  the  investiga¬ 
tive  nature  of  some  of  the  examination  procedures 
employed,  created  an  atmosphere  in  which  senior 
managers  concluded  that  they  and  the  bank  were 
being  targeted  for  unfair  and  inappropriate  treatment. 
After  analyzing  the  bank’s  risk  profile,  the  ombudsman 
better  understood  the  need  for  the  examination  team  to 
carefully  investigate  many  of  the  areas  it  focused  on. 

Considering  the  significant  level  of  insider-related 
transactions,  some  of  which  are  unusual  and  justify  very 
careful  analysis,  the  substance  of  what  the  examination 
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team  attempted  to  accomplish  in  its  review  of  these 
activities  is  understandable.  Nevertheless,  certain  ex¬ 
aminer  approaches  lacked  polish.  The  sensitivity  as¬ 
sociated  with  many  of  the  issues  reviewed  during  the 
examination  mandated  expert  communication  skills 
tact,  and  diplomacy.  The  style  of  the  examiner-in- 
charge,  while  not  perfect,  was  professional  and  did  not 
impair  his  effectiveness. 

Loan  Selection  and  Credit  Administration 

The  bank’s  loan  portfolio  has  grown  rapidly  in  recent 
years,  with  large  concentrations  in  high-yield  acquisi¬ 
tion,  development,  construction,  and  permanent  loans 
to  admittedly  “second-tier”  borrowers.  By  the  bank's 
own  admission,  management  is  philosophically 
oriented  to  taking  higher-than-normal  credit  risks  for 
which  the  bank  receives  higher-than-normal  fees  and 
interest.  The  bank’s  penetration  into  its  market  has 
focused  largely  on  marginal  projects  and  borrowers, 
who  are  willing  to  pay  the  bank’s  higher  loan  rates.  The 
bank's  prime  rate  is  quoted  at  200  basis  points  above 
other  banks  in  the  area. 

The  bank  has  historically  experienced  relatively  low 
loan  losses;  however,  its  method  of  dealing  with  prob¬ 
lem  indicators  is  of  concern.  For  instance,  each  of  the 
disputed  loans  has  a  significant  “additional  interest” 
component  where  the  bank  has  loaned  more  money  to 
service  debt.  When  an  obligor  develops  a  problem  in 
repayment,  new  loans  to  service  debt  are  common. 
Management  expounds  a  philosophy  that  if  a  collateral 
margin  exists,  it  is  acceptable  to  fund  additional  money. 

The  ROE  states  that  the  bank  has  liberal  underwriting 
standards  for  bank-financed  OREO  sales.  It  further 
states  that  the  loan  policy  does  not  contain  underwriting 
guidelines  for  financing  OREO  sales.  The  bank  agrees 
that  the  loan  policy  does  not  specifically  address  the 
underwriting  guidelines  for  bank-financed  OREO  sales. 
However,  the  bank  states  that  it  operated  under  the 
impression  that  there  was  no  difference  between  the 
bank’s  underwriting  guidelines  for  financed  OREO 
transactions  and  for  any  other  loan  transaction.  The 
bank  notes  that  despite  the  examiner’s  designating 
"liberal”  standards  in  6  of  the  1 1  parcels  reviewed,  there 
were  no  downgrades  and  all  such  loans  are  performing 
satisfactorily.  In  addition,  the  bank  historically  has  not 
had  to  take  back  any  OREO  parcels  the  bank  has 
financed.  While  this  is  true,  the  independent  team  of 
experts  found  the  bank’s  financing  to  be  quite  liberal, 
e.g.,  little  or  no  down  payment  and/or  very  high  debt- 
to-income  levels.  The  bank  also  provides  liberal  financ¬ 
ing  on  problem  loans  to  achieve  paydowns. 

In  reviewing  the  bank's  trend  of  classified  loans  and 
past  due/nonaccrual  loans  over  the  past  three  years, 


there  was  concern  that  the  true  extent  of  the  bank’s 
potential  losses  may  be  masked  by  its  methods  of 
"fixing”  problems,  i.e. ,  losses  are  avoided  while  other 
problem  indicators  steadily  worsen.  Further,  this  is  oc¬ 
curring  in  an  environment  of  improving  real  estate 
markets  (per  the  bank’s  appraisers). 

The  ROE  states,  “The  problem  loan  rating  process  and 
the  loan  review  function  are  ineffective.  While  the  in¬ 
herent  weaknesses  were  identified,  the  level  of  risk  was 
not  appropriately  rated."  The  bank  disagreed  with  this 
conclusion.  It  feels  its  loan  review  system  and  loan 
grading  process  have  been  effective  in  identifying 
credit  risk  in  the  loan  portfolio.  In  reviewing  the  bank's 
loan  review  function,  the  ombudsman  agrees  with  the 
bank  that  the  emphasis  is  identifying  a  problem  credit 
versus  properly  categorizing  the  debt.  However,  the 
examination  comment  was  appropriate,  considering 
the  degree  of  miscategorization  of  risk  ratings  that  was 
found  during  the  last  examination.  The  primary  focus 
should  be  directed  to  proper  and  timely  credit  risk 
rating  by  the  lending  staff.  In  their  ratings,  the  loan 
officers  should  give  enhanced  emphasis  to  repayment 
capacity  rather  than  almost  exclusively  focusing  on 
assigned  collateral. 

The  bank  disagreed  with  the  examiners'  use  of  an 
out-of-cycle  date  for  preparing  comparative  past  due 
analysis.  The  ROE  states,  “The  deterioration  in  asset 
quality  is  further  supported  by  the  significant  increase 
in  past  due  and  nonaccrual  loans  from  3  percent  at 
quarter  end  to  1 1  percent  of  gross  loans  as  of  the  eighth 
of  a  non-quarter  end  month."  The  ombudsman  agrees 
that  the  examiners  should  have  used  a  month-end  or 
quarter-end  date  for  comparative  analysis.  In  addition, 
the  examiners  should  have  recognized  that  between  the 
two  dates  cited,  a  large  dollar  volume  of  insubstance 
foreclosure  assets  was  transferred  from  OREO  to  past 
due  loans.  The  approach  the  examiners  took  in  the  ROE 
did  not  lend  itself  to  good  comparative  analysis. 

The  ROE  states  that  officer  memorandums  outlining  the 
status  of  credits  were  inadequate.  Just  before  the 
examiners’  arrival,  the  bank  put  memos  regarding  the 
current  status  of  every  credit  in  excess  of  $250M  in  their 
respective  credit  files.  The  bank  feels  that  this  may  have 
saved  senior  management  some  time  discussing  in¬ 
dividual  credits;  however,  management  does  not  feel 
thatthe  time  savings  was  significant.  The  appeal  further 
stated  that  management  decided  to  “put  on  a  push 
once  a  year  to  have  at  least  one  memo  in  each  file, 
whether  it  needed  it  or  not."  The  ombudsman  found  that 
due  to  the  large  number  of  loans  handled  by  the  two 
senior  officials,  officer  file  memos  would  enhance  their 
ongoing  effort  to  service  the  loan  portfolio.  The  officer 
memos  should  be  used  as  a  management  tool  and 
should  not  be  viewed  as  an  examiner-imposed  burden. 
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The  ROE  stated  that  the  ALLL  balance  was  considered 
adequate  to  cover  inherent  losses  in  the  loan  portfolio, 
but  the  methodology  needs  refinement  and  the  loan 
policy  needs  expansion  to  comply  with  Banking  Cir¬ 
cular  201.  The  bank  disagreed  with  these  recommen¬ 
dations.  They  had  been  using  a  set  methodology  for 
two  years  and  before  had  only  been  requested  to  better 
document  the  basis  for  the  percentages  applied  to  the 
pools  of  criticized  loans,  maintain  documentation  sup¬ 
porting  the  amounts  allocated  to  significant  credits, 
and  eliminate  OREO  when  calculating  the  ALLL.  The 
bank  states  that  all  of  these  things  had  been  complied 
with  completely.  The  appeal  states  that  the  bank  has  no 
problem  whatsoever  including  the  exact  language  from 
BC-201  in  the  bank’s  loan  policy,  but  the  criticism  of  the 
methodology  is  unfounded  and  will  not  serve  to 
strengthen  the  bank.  After  reviewing  the  bank’s 
methodology  for  assessing  the  adequacy  of  the  ALLL, 
the  ombudsman  did  not  have  major  concerns  with  the 
bank’s  process.  However,  because  of  the  bank’s  selec¬ 
tion  of  risk,  loan  underwriting,  and  credit  administration, 
there  is  concern  whether  the  bank  has  appropriately 
addressed  the  probable  risk  of  loss  in  the  loan  portfolio. 

The  bank  states  that  it  feels  somewhat  unsure  of  what 
now  constitutes  a  "credit  exception.”  Internally,  the 
bank  distinguishes  between  a  “documentation”  excep¬ 
tion  and  a  "policy”  exception.  The  bank  feels  that  the 
examiners  were  more  than  a  little  "nit-picking”  about 
what  they  called  a  credit  exception.  The  bank  does  not 
feel  that  one  or  two  minor  exceptions  on  a  million  dollar 
credit  should  give  the  impression  that  the  bank's  credit 
files  are  incomplete.  In  addition,  the  bank  did  not  feel 
that  information  supplied  to  the  examiners  during  the 
examination  was  appropriately  considered.  The  credit 
exceptions  noted  in  the  ROE  were  reviewed.  It  was  not 
found  that  the  examiners  were  unreasonable  in  their 
citing  of  credit  exceptions.  Special  effort  was  exerted 
to  review  the  level  of  consideration  that  was  given  to 
information  supplied  the  examiners  during  the  ex¬ 
amination.  The  examiners  documented  in  their 
workpapers  their  conscientious  review  and  due  con¬ 
sideration  of  the  information  given  to  them  during  the 
examination.  In  reviewing  the  linesheets  a  number  of 
instances  were  found  where  examiners  gave  the  bank 
significant  benefit  of  the  doubt  in  agreeing  to  pass 
loans.  The  ombudsman  found  no  instances  where  ad¬ 
ditional  information  was  not  considered. 

There  is  concern  over  the  bank’s  lending  practices  and 
risk  associated  with  the  loan  portfolio’s  profile.  Under 
the  growth,  lending  philosophy,  and  credit  selection 
scenario  described  above,  the  relevant  question  is 
whether  the  bank  has  a  credit  process  that  adequately 
monitors  and  controls  that  risk.  It  is  the  ombudsman  s 
conclusion  that  the  bank  has  not  demonstrated  this 
ability. 


Specific  Classification  of  Three  Loans 

The  classifications  of  three  loans  were  reviewed  by  the 
independent  experts.  The  experts  agreed  with  the 
examiner’s  substandard  classification  on  each  of  the 
loans  reviewed. 

Adequacy  of  Appraisals 

The  effectiveness  of  the  real  estate  appraisal  function 
and  process  was  reviewed.  The  assessment  included 
an  evaluation  of  the  appropriateness  of  the  violations  of 
12  CFR  34  cited  in  the  ROE  and  of  the  independence 
of  one  of  the  bank’s  commonly  used  appraisers. 

After  reviewing  a  number  of  appraisals,  the  team  of 
experts  found  that  the  appraiser  in  question  frequently 
failed  to  adequately  document  significant  adjustments 
to  comparable  sales  prices.  Frequently  inconsistencies 
were  found  in  the  amount  of  adiustments  from  com¬ 
parable  to  comparable  in  the  same  appraisal,  again 
with  no  satisfactory  explanations.  The  appraisals  did 
not  provide  sufficient  documentation  to  support  his 
logic,  reasoning,  judgment,  and  analysis,  which  is  the 
essence  of  the  violations;  therefore,  the  12  CFR  34 
violations  were  correctly  cited. 

There  were  some  additional  concerns  over  this  ap¬ 
praiser’s  independence,  because  of  his  large  loans  at  the 
bank  and  parallel  involvements  in  real  estate  deals  with 
the  bank’s  insiders.  It  is  not  appropriate  for  him  to  be  the 
primary  appraiser  in  a  project  in  which  he  was  an  original 
investor.  The  directorate  was  asked  to  reassess  this 
appaiser’s  ability  to  act  in  an  independent  manner. 

Another  concern  in  the  appraisal  function  is  the  desig¬ 
nation  of  one  of  the  bank's  primary  officers  as  the 
appraisal  reviewer.  This  officer  is  also  one  of  the  prin¬ 
cipal  users  of  appraisals. 

Insider-Related  Transactions 

The  field  examiners  reviewed  one  loan  relationship  that 
involved  several  insiders.  The  borrower,  a  developer, 
experienced  problems  and  decided  to  change  his 
marketing  strategy  by  packaging  groups  of  lots  and 
offering  owner  financing,  commission  savings,  and  a 
discount  off  the  retail  value  of  the  lots.  This  would  allow 
the  borrower  a  10  percent  profit  off  each  package,  net 
of  his  release  price  to  the  bank.  Due  to  the  stagnancy 
of  the  sales,  the  bank  agreed  to  this  change,  as  the 
bank's  lien  position  did  not  change  and  the  developer 
remained  as  the  guarantor  on  the  note.  Three  insiders 
of  the  bank  bought  lot  packages,  which  were  financed 
by  the  developer.  Nine  months  after  the  insiders  bought 
their  packages,  the  borrower  gave  a  collateral  assign¬ 
ment  of  the  insider  notes  to  the  bank.  The  bank  hoped 
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that  this  would  ensure  that  the  interest  payments  these 
executive  officers  paid  would  go  toward  paying  the 
borrower’s  interest  payments  to  the  bank.  Several  months 
later,  the  borrower  informed  the  bank  that  he  was  not 
going  to  put  any  additional  money  into  any  of  his  projects 
and  the  bank  could  take  a  deed  in  lieu  of  foreclosure  or 
fight  it  out  in  bankruptcy  court.  After  reviewing  the  col¬ 
lateral  coverage  on  the  entire  relationship,  the  bank 
agreed  to  accept  a  deed  in  lieu  of  foreclosure. 

The  bank  had  not  felt  that  bringing  the  note  receivables  onto 
the  bank’s  books  on  two  of  the  three  insiders  was  a  problem; 
however,  one  officer  had  other  outstanding  debt  which  with 
this  debt  would  have  put  the  officer  over  the  $1 00M  Regula¬ 
tion  O  limit.  The  bank  had  reviewed  the  regulation  and 
determined  that  this  would  not  be  an  extension  of  credit. 
Nevertheless,  the  ROE  cited  a  violation  of  12  U.S.C. 
375(a)/1 2  CFR  215.5(c)(3)  -  Additional  Restrictions  on 
Loans  to  Executive  Officers  of  Member  Banks. 

Although  the  overall  transaction  is  unusual  and  com¬ 
plex,  the  ombudsman  found  that  a  violation  of  12  CFR 
215.3(b)(3)(ii)  did  not  occur.  This  section  of  the  regula¬ 
tion  states  in  part  that  an  extension  of  credit  “does  not 
include ...  an  acquisition  of  a  note ...  or  other  evidence 
of  indebtedness  through  .  .  .  foreclosure  on  collateral 
or  similar  proceeding  for  the  protection  of  the  bank.” 
Although  a  violation  of  Regulation  0  did  not  occur,  there 
remains  concern  over  the  handling  of  this  transaction. 
Management  stated  the  bank  booked  the  note  as  a 
receivable  on  the  sale  of  assets  instead  of  as  a  parcel 
of  other  real  estate  owned  (OREO),  because  of  concern 
that  putting  the  note  in  the  portfolio  would  constitute  a 
violation  of  Regulation  0.  The  manipulation  of  a  trans¬ 
action  to  circumvent  a  statute  is  inappropriate. 

CAMEL  Rating 

Based  on  the  independent  review  of  the  bank's  risk 
profile,  the  appropriate  rating  at  the  time  of  the  ex¬ 
amination  and  now  is  a  “3.”  As  stated  in  Examining 
Circular  159  (Rev),  institutions  in  this  category  exhibit 
a  combination  of  financial,  operational,  or  compliance 
weaknesses  ranging  from  moderately  severe  to  un¬ 
satisfactory.  When  weaknesses  relate  to  financial  con¬ 
dition,  such  institutions  may  be  vulnerable  to  the  onset 
of  adverse  business  conditions  and  could  easily 
deteriorate  if  concerted  action  is  not  effective  in  correct¬ 
ing  the  areas  of  weakness. 

Case  6:  Appeal  of  a  Violation  of  Law 
Concerning  Insurance  Policies 

Background 

A  formal  appeal  was  received  appealing  a  violation  of 
law  cited  in  the  bank's  last  report  of  examination,  con¬ 


cerning  the  holding  of  three  insurance  policies.  One 
insurance  policy  was  issued  in  April  1981  as  collateral 
on  a  leveraged  credit  on  ranch  land  and  livestock.  The 
land  and  livestock  securing  the  credit  were  liquidated 
during  1987  and  1988.  Ownership  of  the  term  in¬ 
surance  policy  was  signed  over  and  converted  to  paid- 
up  insurance  in  January  1988. 

The  second  and  third  policies  were  originally  term 
policies  on  two  partners  collateralizing  a  loan  to  an  oil 
field  service  company  executed  during  August  1984. 
Additional  collateral  included  trucks  and  equipment. 
The  trucks  and  equipment  were  liquidated  in  1989. 
Ownership  of  the  two  term  policies  was  conveyed  to 
the  bank  at  this  time  and  they  were  converted  into 
paid-up  policies  during  the  liquidation  process. 

The  bank  believes  several  factors  should  be  con¬ 
sidered: 

•  Good  banking  required  the  borrowers  to  pro¬ 
vide  the  bank  with  the  additional  protection 
afforded  by  life  insurance. 

•  The  assignments  on  these  policies  were  in 
place  five  to  seven  years  before  the  customers 
closed  out  their  troubled  businesses. 

•  The  bank  was  never  criticized  for  having  as¬ 
signed  life  insurance,  but  the  bank  had  been 
criticized  for  not  having  life  insurance  on  a 
debtor  whose  death  would  greatly  impair 
repayment  of  a  credit. 

•  The  bank  acknowledges  that  after  charge-off 
of  a  credit  there  is  no  asset  on  the  bank’s  books; 
however,  the  bank  maintains  another  ledger  for 
charged-off  loans.  This  represents  stockholder 
equity  or  at  least  what  was  once  equity.  Many 
bankers  are  criticized  for  charging  off  loans 
and  dropping  any  recovery  efforts. 

In  the  appeal,  the  bank  acknowledges  that  these  loan 
losses  obviously  do  not  have  any  place  on  the  bank’s 
books.  But  the  bank’s  shareholders  should  have  the 
right  to  salvage  their  loss.  If  they  had  an  insurable 
interest  in  these  credits  at  the  time  of  the  original 
collateral  assignment,  how  and  when  did  they  lose  that 
insurable  interest?  The  appeal  goes  on  to  point  out  that 
the  circular  and  interpretations  on  banks’  holding  life 
insurance  were  issued  three  to  four  years  after  the 
policies  were  converted. 

The  appeal  further  states  that  the  insurance  files  were 
reviewed  during  three  examinations  before  any  con¬ 
cerns  were  raised.  During  the  1992  examination  the 
examiners  requested  that  the  bank  obtain  an  opinion 
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from  the  supervisory  office  regarding  the  legality  of 
holding  the  policies.  The  supervisory  office  notified  the 
bank  that  it  was  illegal  for  the  bank  to  hold  the  policies, 
but  there  would  be  no  problem  with  these  assets  being 
owned  by  a  holding  company.  The  board  of  directors 
spent  more  than  $35M  to  form  a  bank  holding  company. 
The  bank  thought  the  matter  was  resolved  until  the  last 
examination,  when  the  ownership  of  these  policies  was 
cited  as  a  violation  of  law.  The  Federal  Reserve  would 
not  allow  the  transfer  of  a  “violation  of  law"  into  the  newly 
formed  holding  company.  The  OCC  then  sent  a  letter 
to  the  bank  extending  the  holding  period  on  the  in¬ 
surance  policies  one  year,  until  late  1 994,  and  removing 
the  violation  from  the  report  of  examination.  Although 
the  violation  no  longer  exists,  according  to  bank 
management  the  Federal  Reserve  continues  to  take  the 
view  that  if  the  OCC  considers  ownership  of  these 
assets  to  be  a  violation  of  law  or  a  debt  previously 
contracted  (DPC)  asset,  then  the  Federal  Reserve  will 
also. 

In  conclusion,  the  bank  states  its  belief  that  it  has 
complied  with  the  spirit  and  intent  of  12  U.S.C.  24(7). 
They  state  that  these  insurance  policies  were  not  pur¬ 
chased  as  an  investment  and  are  the  only  salvage 
available  to  the  bank’s  shareholders.  The  collateral 
assignment  was  not  taken  on  loans  charged  off  or  on 
loans  that  were  anticipated  to  be  charged  off.  The 
policies  were  a  legitimate  part  of  collateral  taken  on 
performing  loans.  The  credits  defaulted  after  several 
years  and  losses  resulted.  The  bank  would  have 
preferred  not  to  have  had  the  losses  associated  with 
these  credits  and  the  subsequent  headaches  and  legal 
expenses. 

Discussion 

The  authority  for  national  banks  to  purchase  and  hold 
an  interest  in  life  insurance  is  found  in  12  U.S.C.  24(7). 
The  law  provides  that  national  banks  may  exercise  "all 
such  incidental  powers  as  shall  be  necessary  to  carry 
on  the  business  of  banking."  The  OCC  has  further 
delineated  the  scope  of  that  authority  through  regula¬ 
tions,  interpretive  rulings,  and  letters  addressing  the 
use  of  life  insurance  for  purposes  incidental  to  banking. 
Those  purposes  include: 

•  Key-person  insurance: 

•  Life  insurance  on  borrowers; 

•  Life  insurance  purchased  in  connection  with 
employee  compensation  and  benefit  plans; 
and 

•  Life  insurance  taken  as  security  on  loans. 


There  is  no  authority  under  12  U.S.C.  24(7)  for  national 
banks  to  purchase  life  insurance  for  their  own  account 
as  an  investment. 

Banking  Circular  249  (Revised)  "Bank  Purchases  of  Life 
Insurance”  was  issued  May  9,  1991.  It  replaced  the 
original  circular  which  was  issued  on  February  4,  1991 . 
This  circular  provides  general  guidelines  for  national 
banks  to  use  in  determining  whether  they  may  legally 
purchase  a  particular  life  insurance  product.  The 
“Background"  section  of  the  circular  states  that  bank 
purchases  of  term  life  insurance  and  traditional  forms 
of  permanent  life  insurance  have  raised  few  legal  ques¬ 
tions  or  supervisory  concerns.  Recently,  however,  the 
OCC  has  become  concerned  about  bank  purchases  of 
insurance  products  with  a  significant  investment  com¬ 
ponent,  such  as  single  premium  life  insurance.  In  some 
cases,  those  purchases  have  raised  serious  questions 
about  whether  the  bank  has  made  an  illegal  investment 
in  the  cash  surrender  value  (CSV)  of  life  insurance.  The 
OCC  is  also  concerned  because  the  unsecured  cash 
surrender  value  of  these  policies  has  sometimes  con¬ 
stituted  a  significant  percentage  of  a  bank’s  capital. 

The  section  of  the  circular  dealing  with  "Life  Insurance 
On  Borrowers"  states  the  following; 

State  law  generally  recognizes  that  a  lender  has 
an  insurable  interest  in  the  life  of  a  borrower  to  the 
extent  of  the  borrower’s  obligation  to  the  lender. 
Interpretive  Rulings  7.7495,  and  12  CFR  2.6  (c) 
and  (f)  are  relevant  for  national  banks.  They 
recognize  that  national  banks  may  protect  them¬ 
selves  against  the  risk  of  loss  from  the  death  of  a 
borrower.  That  protection  may  be  provided 
through  self-insurance  in  the  form  of  debt  cancel¬ 
lation  contracts,  or  by  the  purchase  of  life  in¬ 
surance  policies  on  borrowers. 

Life  insurance  purchased  on  borrowers  must 
comply  with  non-  investment  test  (A)  of  these 
guidelines.  For  borrowers  who  are  in  good  stand¬ 
ing,  a  bank’s  potential  loss  is  generally  the  prin¬ 
cipal  balance  of  the  borrower’s  obligations  to  the 
bank,  including  the  maximum  amount  that  could 
be  borrowed  under  a  line  of  credit,  at  the  time  the 
insurance  is  purchased.  That  amount  would, 
therefore,  be  the  maximum  insurance  coverage 
the  bank  could  purchase  on  the  borrower. 

The  purchase  of  life  insurance  on  a  borrower  is  not  an 
appropriate  mechanism  for  effecting  a  recovery  on 
obligations  that  have  been  (or  are  expected  to  be) 
charged  off.  Such  life  insurance  purchases  are  not 
incidental  to  banking  within  the  meaning  of  12  U.S.C. 
24(7)  because  the  insurance  does  not  protect  the  bank 
against  a  risk  of  loss.  In  the  case  of  charged-off  loans, 
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the  bank  has  already  realized  the  loss,  and  the  pur¬ 
chase  of  life  insurance  more  closely  resembles  an 
investment  to  recover  on  that  loss. 

Test  A  is  also  defined  in  Banking  Circular  249: 

(A)  When  the  bank  purchases  life  insurance  to 
indemnify  itself  against  the  death  of  an  individual 
(as  in  the  case  of  key-person  insurance  or  in¬ 
surance  purchased  on  a  borrower),  the  amount  of 
insurance  coverage  must  closely  approximate 
the  risk  of  loss.  For  purposes  of  measuring  in¬ 
surance  coverage,  the  OCC  considers  the 
amount  of  insurance  to  be  the  total  death  benefit 
to  be  received  upon  the  death  of  the  insured.  This 
includes  the  face  amount  of  the  policy,  any 
premium  returned,  and  accrued  interest  and/or 
dividends. 

Conclusion 

Although  BC-249  does  allow  a  bank  to  protect  itself 
against  the  risk  of  loss  from  the  death  of  a  borrower, 
provided  the  borrower  is  in  good  standing,  the  circular 
is  ambiguous  concerning  the  proper  disposition  of 
such  policies  if  the  quality  of  the  loan  declines  several 
years  after  the  borrower  has  purchased  the  insurance. 
Despite  this  ambiguity,  the  bank’s  decision  to  convert 
the  policies  to  single  premium  policies  at  the  time  the 
loans  were  charged  off  and  assigned  to  the  bank 
contravenes  the  intent  of  12  U.S.C.  24(7).  Due  to  the 
lack  of  specific  guidance  on  the  proper  treatment  of 
insurance  policies  acquired  DPC,  the  district  office  had 
extended  the  bank’s  holding  period  for  one  year,  before 
the  appeal  was  filed.  In  view  of  the  current  philosophy 
on  handling  DPC  assets,  the  matter  was  referred  back 
to  the  district  for  routine  handling  as  a  DPC-asset 
holding  period  request. 

Case  7:  Appeal  of  Treatment  of  Life 
Insurance  Policies 

Background 

A  formal  appeal  was  received  concerning  the  holding 
of  life  insurance  policies  covering  a  bank's  officers.  One 
policy  is  owned  by  the  bank  for  each  of  their  64  officers. 
The  bank  is  the  owner  and  beneficiary  of  the  policies. 
The  cash  surrender  value  of  the  policies  is  carried  on 
the  bank's  books  as  an  asset,  which  represents  ap¬ 
proximately  18  percent  of  total  capital.  Eighty  percent 
of  the  insurance  policies  were  purchased  in  1988  with 
the  balance  purchased  in  1989  and  1991.  The  current 
plan  was  purchased  to  replace  term  policies  the  bank 
had  acquired  in  1982.  The  term  policies  had  adverse 
tax  consequences  for  the  bank’s  officers  and  were  more 
costly  to  the  bank  than  the  current  plan. 


When  the  current  plan  was  put  into  place  in  1 988,  single 
payment  policies  were  purchased  that  provided  for  a 
face  amount  of  insurance  coverage  over  and  above  the 
policy  cash  value.  Enough  insurance  was  purchased 
to  cover  the  survivor  income  obligation  plus  an  extra 
$50M  key  executive  coverage  for  each  officer.  The 
bank  states  that  nearly  all  of  the  policies  were  pur¬ 
chased  before  the  OCC  issued  Banking  Circular  249. 
The  policies  were  purchased  for  two  purposes:  1)  to 
provide  a  survivor  death  benefit  plan  for  the  bank’s 
officers;  and  2)  to  provide  a  modest  amount  of  key 
executive  coverage. 

The  64  officers  are  divided  into  three  tiers  depending 
on  their  position.  The  benefit  for  the  six  executive  of¬ 
ficers  continues  beyond  retirement,  while  the  benefit  for 
the  other  two  groups  of  officers  terminates  at  age  65  or 
when  the  individual’s  employment  with  the  bank 
ceases. 

In  1 992,  after  BC-249  had  been  implemented,  the  bank 
asked  a  consultant  to  help  test  for  compliance  with  the 
circular.  The  consultant’s  conclusions  were  based  on 
the  following  assumptions: 

•  Because  of  the  likelihood  that  the  death  benefit 
amounts  would  be  increased  over  the  years  to 
keep  pace  with  inflation,  the  death  benefits  for 
each  participant  were  assumed  to  increase  by 
two  percent  each  year. 

•  The  benefits  for  the  non-executive  officers  were 
assumed  to  continue  beyond  retirement  age  to 
estimated  life  expectancy. 

•  All  of  the  bank's  officers  are  considered  to  be 
key  people,  although  the  more  senior  officers 
are  relatively  more  important  to  the  bank  finan¬ 
cially  than  the  more  junior  officers. 

•  An  officer’s  annual  base  compensation  is  a 
reasonable  measure  of  the  officer’s  economic 
value  to  the  bank.  Therefore,  a  multiple  of 
salary  approach  was  used  to  determine  the 
estimated  amount  of  key  executive  coverage 
for  each  officer. 

The  consultant’s  calculation  of  Test  B  shows  the  es¬ 
timated  present  value  of  insurance  proceeds  available 
is  $1 ,242M  more  than  is  needed  to  cover  the  estimated 
present  value  cost  of  the  benefit  plan.  However,  the 
consultant  then  took  into  consideration  the  key  execu¬ 
tive  coverage.  Netting  this  out  created  an  estimated 
shortfall  of  insurance  in  the  amount  of  $766M. 

The  bank  disagreed  with  several  statements  that  were 
detailed  in  the  bank's  last  report  of  examination: 
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•  The  examiner  states  that  providing  key  execu¬ 
tive  coverage  on  all  officers  of  the  bank  does 
not  appear  reasonable  and  that  it  is  unlikely 
that  the  unexpected  death  of  junior  or  middle 
management  officers  would  present  the  bank 
with  a  substantial  economic  loss.  The  examiner 
indicates  that  replacement  costs  such  as 
recruitment  and  relocation  likely  would  not  ex¬ 
ceed  .50  or  1 .00  times  a  person’s  salary.  In  its 
appeal  the  bank  reiterated  its  belief  that  all  of  the 
bank’s  officers  make  a  substantial  contribution  to 
its  success,  particularly  in  an  intensely  competi¬ 
tive  environment.  This  bank  feels  it  has  made  a 
substantial  investment  in  a  program  of  continuing 
education,  particularly  for  junior  officers. 

•  With  respect  to  the  examiner  comment  that 
retirement  age  should  be  used  in  the  Test  B 
calculation  instead  of  expected  mortality,  the 
bank  did  not  feel  it  is  reasonable  to  assume  that 
people  will  die  at  age  65.  Moreover,  the  bank 
believes  using  retirement  age  ignores  that 
some  junior  officers  will  ultimately  be  promoted 
to  higher  level  positions  that  provide  for  the 
benefit  to  continue  after  retirement. 

•  The  appeal  confirms  that  the  consultant  did 
indeed  net  out  the  portion  of  the  insurance 
attributable  to  key  executive  coverage  from  the 
apparent  ‘‘surplus’’  coverage  resulting  from  the 
Test  B  calculation  for  the  benefit  plan.  The 
examiner  indicates  this  is  improper  because 
the  survivor  income  plan  and  the  key  executive 
coverage  are  separate  and  should  stand 
alone.  The  bank  states  that  the  requirements  of 
BC-249  were  not  in  place  when  the  plan  was 
implemented  and  sees  no  reason  why  one  life 
insurance  policy  cannot  fulfill  both  purposes. 
Management  feels  that  retroactive  application 
of  BC-249  in  this  manner  would  create  a  finan¬ 
cial  hardship  for  the  bank. 

•  The  examiner  indicates  that  for  the  Test  B  cal¬ 
culations  the  cost  of  the  key  person  insurance 
portion  of  the  policies  should  be  separated 
from  the  benefit  plan  portion.  The  appeal  states 
that  if  the  plan  were  put  in  place  today,  it  would 
be  done  differently  in  light  of  the  current  re¬ 
quirements.  The  bank  believes  that  the  logis¬ 
tics  of  attempting  to  separate  the  costs  of  over 
60  policies  create  a  mathematical  nightmare. 

The  bank  also  says  it  understands  that  under  the 
Federal  Deposit  Insurance  Corporation  Improvement 
Act,  the  FDIC  is  allowing  state-chartered  banks  to 
grandfather  existing  plans  that  are  not  in  compliance 
with  new  regulations.  The  bank  understands  that  the 


FDIC  guidelines  permit  exceptions  to  the  new  inter¬ 
pretations,  so  long  as  the  safety  and  soundness  of  the 
institution  is  not  endangered. 

Discussion 

Key-Person  Provision.  Interpretive  Ruling  7.71 15  (12CFR 
7.7115)  and  Banking  Circular  249  allow  a  bank  to  pur¬ 
chase  insurance  on  the  life  of  an  officer  whose  death 
would  be  of  such  consequence  to  the  bank  as  to  give  it 
an  insurable  interest  in  his  or  her  life.  Such  key  person 
insurance  must  comply  with  Test  A  of  BC-249,  which  says: 

When  the  bank  purchases  life  insurance  to  indem¬ 
nify  itself  against  the  death  of  an  individual  (as  in 
the  case  of  key-person  insurance  or  insurance 
purchased  on  a  borrower),  the  amount  of  in¬ 
surance  coverage  must  closely  approximate  the 
risk  of  loss.  For  purposes  of  measuring  insurance 
coverage,  the  OCC  considers  the  amount  of  in¬ 
surance  to  be  the  total  death  benefit  to  be 
received  upon  the  death  of  the  insured.  This  in¬ 
cludes  the  face  amount  of  the  policy,  any  premium 
to  be  returned,  and  accrued  interest  and/or 
dividends. 

The  circular  further  states: 

The  bank’s  board  of  directors  must  adequately 
document  the  basis  on  which  it  determines  an 
officer  or  director  to  be  a  key  person.  Similarly,  the 
board  of  directors  must  adequately  document  the 
basis  for  determining  the  amount  of  insurance 
needed  to  indemnify  the  bank  against  the  death 
of  each  key  person.  Interpretive  Ruling  7.7115 
does  not  authorize  the  purchase  of  life  insurance 
on  an  individual  who  is  not  demonstrably  a  key 
person.  Nor  does  the  ruling  permit  the  purchase 
of  life  insurance  in  an  amount  that  is  not  reasonab¬ 
ly  related  to  the  bank’s  potential  loss. 

The  bank’s  statement  that  each  officer  makes  a  sub¬ 
stantial  contribution  to  the  bank’s  success  does  not 
contain  the  specificity  required  to  show  an  insurable 
interest  in  each  officer.  Moreover,  the  bank’s  formula  for 
determining  the  amount  of  key  person  insurance  it 
carries  on  each  officer  does  not  satisfy  Test  A  of  Bank¬ 
ing  Circular  249.  Whether  a  bank  may  purchase  key- 
person  insurance  on  an  individual  does  not  turn  on  the 
person’s  status  as  a  bank  officer,  but  on  the  nature  of 
that  individual's  contribution  to  the  bank.  For  example, 
an  officer  who  provides  essential  advice  on  the  bank’s 
investment  policy,  or  who  is  instrumental  in  acquiring 
and  maintaining  a  certain  line  of  business,  is  probably 
an  individual  in  whom  the  bank  has  an  insurable  interest 
justifying  the  purchase  of  key-person  insurance  It  is 
improbable  that  all  officers  of  the  bank  are  key  persons. 
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Every  bank  faces  some  employee  turnover.  It  is  not  the 
purpose  of  key-person  insurance  to  protect  against  this 
certainty  but  to  protect  against  losses  resulting  from  the 
untimely  death  of  a  truly  key  person.  The  bank's  discus¬ 
sion  of  the  cost  of  replacing  an  officer  and  the  loss  of 
revenues  arising  from  an  officer’s  death  is  too  general. 
The  bank  must  clearly  document  what  losses  will  be 
sustained  by  the  bank  if  an  employee  should  die  prior 
to  retirement.  The  appeal  puts  emphasis  on  the  bank’s 
investment  in  each  officer  (recruitment  cost,  training 
cost,  salary,  etc.).  Normally,  these  costs  are  not  part  of 
the  value  that  a  key  person  provides  to  an  organization. 
These  costs  are  typically  considered  ordinary  operat¬ 
ing  expenses.  The  loss  that  a  bank  should  be  insuring 
against  is  an  estimate  of  the  economic  value  the  officer 
has  to  the  organization.  This  value  should  be  an  es¬ 
timate  of  the  loss  of  revenues,  loss  of  operating  efficien¬ 
cy,  or  other  profit  reductions  that  would  result  from 
untimely  death. 

Computation  of  Projected  Cash  Flow  for  Test  B  of  BC-249. 
Pursuant  to  12  U.S.C.  24(7)  and  12  CFR  7.5220,  national 
banks  may  enter  into  reasonable  employment  agree¬ 
ments  with  their  officers.  A  national  bank  may,  therefore, 
provide  life  insurance  benefits  to  its  employees  through 
individual  or  group  policies  for  which  the  bank  pays  all  or 
part  of  the  premium.  Life  insurance  purchased  in  connec¬ 
tion  with  compensation  agreements  and  benefit  plans 
must  comply  with  non-investment  Test  B  of  Banking  Cir¬ 
cular  249,  which  says  in  part: 

Based  upon  reasonable  actuarial  benefit  and 
financial  assumptions,  the  present  value  of  the 
projected  cash  flow  from  the  policy  must  not 
substantially  exceed  the  present  value  of  the 
projected  cost  of  the  associated  compensation  or 
benefit  program  liabilities. 

The  present  value  of  the  bank's  insurance  policies’ 
projected  cash  flow  exceeds  the  present  value  of  the 
projected  costs  of  the  insurance  plan  by  $1 ,242M.  The 
bank  argues  that  the  overage  is  attributed  to  the  key- 
person  portion  of  the  insurance  plan.  In  support  of  this 
argument,  the  bank  relies  upon  the  Test  B  calculations 
performed  by  its  consultant.  The  examiners  found  three 
errors  in  those  calculations: 

(1)  In  determining  the  projected  costs  of  the  plan,  the 
consultant  assumed  that  the  benefits  of  all  officers 
continued  until  mortality  age  rather  than  retirement  age. 

(2)  The  consultant  netted  the  key-person  insurance 
amount  from  the  survivor  income/death  benefit  plan. 

(3)  The  consultant  combined  the  cost  of  the  key-person 
insurance  with  the  survivor  income/death  benefit  por¬ 
tion. 


The  examiners’  finding  that  the  consultant’s  calculation 
of  Test  B  was  improperly  based  upon  mortality  age  is 
correct.  The  bank  has  no  obligation  to  provide  benefits 
to  its  Tier  II  and  Tier  III  officers  past  retirement.  In 
addition,  accepting  the  bank’s  claim  that  all  of  its  of¬ 
ficers  are  key  persons,  the  bank  would  only  have  an 
insurable  interest  in  the  officers  as  long  as  they  remain 
key  to  the  bank  (i.e.,  until  they  retire).  Thus,  the  bank’s 
projected  Test  B  cost  assumptions  should  not  extend 
past  expected  retirement  age. 

Netting  the  key-person  insurance  from  the  survivor 
income/death  benefit  portion  of  the  bank’s  insurance 
plan  is  also  improper.  The  consultant  evaluated  the 
bank’s  insurance  plan  under  both  Test  A  and  Test  B.  The 
consultant’s  Test  B  calculations  show  a  $1,242M  net 
plan  result.  To  avoid  concluding  that  the  plan  was 
overfunded  (and  therefore  not  in  compliance  with  Test 
B),  the  consultant  then  took  the  net  of  both  its  Test  A 
and  Test  B  calculations  to  show  a  $766M  shortfall. 
BC-249  clearly  provides  two  different  tests  for  key-per¬ 
son  insurance  and  employee  benefit  insurance 
policies.  It  is  theoretically  possible  for  one  policy  to 
serve  two  purposes;  however,  as  currently  structured, 
the  bank’s  policies  do  not  conform  with  both  tests.  The 
bank  must  be  able  to  document  that  each  portion 
complies  with  the  applicable  test  set  forth  in  BC-249. 

The  same  conclusion  applies  to  the  consultant’s  com¬ 
bination  of  the  costs  of  the  key-person  and  survivor 
income/death  benefit  portions  of  the  plan.  The  consult¬ 
ant's  Test  B  calculations  take  into  account  the  total 
present  value  of  both  portions  of  the  plan  and  policy 
costs.  However,  Test  B  does  not  apply  to  key-person 
insurance;  only  costs  associated  with  the  survivor 
death  benefit  portion  of  the  plan  can  be  considered  for 
Test  B  purposes. 

Grandfathering.  Generally,  application  of  a  rule  should 
be  grandfathered  for  two  reasons: 

( 1 )  to  prevent  a  potentially  illegal  retroactive  application 
of  a  rule;  or, 

(2)  to  prevent  working  an  injustice  or  unfair  surprise  by 
changing  a  rule. 

Neither  of  these  principles  would  be  served  by 
grandfathering  the  transactions  at  issue  in  this  case. 

Applying  BC-249  to  this  case  does  not  constitute  a 
retroactive  application  of  law  because  the  circular  did 
not  modify  any  existing  law  or  regulation.  The  circular 
merely  clarified  the  powers  of  national  banks  under  12 
U.S.C.  24  (7).  Banking  Circular  249  represents  an  inter¬ 
pretation  of  the  meaning  of  existing  law  but  creates  no 
new  law.  It  is  well  established  that  filling  in  detail  under 
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an  existing  statutory  scheme  is  not  a  retroactive  ap¬ 
plication  of  law.  Manhattan  General  Equip.  Co.  v. 
Comm’s  of  Internal  Revenue,  297  U.S.  129,  135(1936); 
Pope  v.  Shalala,  998  F.2d  473,  483  (7th  Cir.  1993).  See 
also  3  J.  Stein,  et.  al . .  Administrative  Law 
15.07(3)(1993).  Thus,  BC-249  applies  to  this  case 
merely  as  a  restatement  of  the  law  that  existed  when 
the  bank  purchased  the  policies  at  issue.  Although  the 
policies  cannot  be  grandfathered  under  existing  law, 
the  bank’s  frustration  with  the  lack  of  guidance  prior  to 
BC-249  is  understandable. 

The  bank  specifically  pointed  out  that  the  FDIC  has 
allowed  for  an  appeal  process  in  its  memorandum 
dated  August  31,  1993.  This  process  allows  state- 
chartered  banks  to  gain  approval  of  existing  plans  that 
are  not  in  compliance  with  new  regulations.  The  Federal 
Deposit  Insurance  Corporation  Improvement  Act 
(FDICIA)  prohibits  insured  state  banks  from  engaging 
in  any  activity  that  is  not  permissible  for  national  banks 
unless  they  have  prior  approval  from  the  FDIC  Regional 
Director.  FDICIA  gives  the  FDIC  this  authority  for  ac¬ 
tivities  entered  into  before  FDICIA  was  passed, 
provided  the  bank  meets  the  minimum  capital  stand¬ 
ards  and  the  activity  does  not  pose  a  significant  risk  to 
the  deposit  insurance  fund.  This  provision  is  provided 
for  state-chartered  banks  because  the  applicable  sec¬ 
tion  of  FDICIA  represents  a  change  in  law  for  some  state 
banks.  In  practice,  the  FDIC  is  interpreting  its  statute 


parallel  to  the  OCC's  interpretation  of  BC-249.  In  fact, 
the  language  of  BC-249  is  quoted  in  the  FDIC’s 
memorandum  on  banks’  purchasing  life  insurance. 

Conclusion 

Holding  of  these  policies  as  currently  structured  vio¬ 
lates  the  intent  of  1 2  U.S.C.  24  (7)  and  Banking  Circular 
249  The  ombudsman  spoke  to  the  district  ad¬ 
ministrator  of  the  district  to  which  this  bank  reports,  and 
the  district  administrator  agreed  to  work  with  the  bank 
in  bringing  the  policies  into  compliance  during  1994. 
Within  60  days  from  receipt  of  the  response  letter  the 
bank  was  asked  to  submit: 

•  Supporting  material  that  resolves  the  deficien¬ 
cies  detailed  in  the  letter;  or, 

•  Documentation  showing  the  bank’s  plan  to 
bring  the  insurance  program  into  compliance 
with  12  U.S.C.  24  (7)  and  BC-249.  The  plan 
should  provide  specific  remedies  addressing 
how  these  policies  will  be  brought  into  com¬ 
pliance  by  the  end  of  1994. 

Note:  BC-249  is  currently  being  reassessed  by  the 
Chief  National  Bank  Examiner’s  Office.  The  decisions 
rendered  in  this  case  are  consistent  with  current  inter¬ 
pretation  of  12  U.S.C.  24  (7)  and  BC-249. 
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My  father  was  the  son  of  an  immigrant  and  a  son  of  the 
Great  Depression.  He  wanted  something  better  for  his 
family  than  the  hard  times  he  had  known  growing  up. 
He  wanted  to  go  to  medical  school  and  to  practice 
medicine  as  a  country  doctor.  A  bank  made  his  dream 
possible  by  providing  him  with  the  credit  he  needed  to 
get  his  start  in  life.  Not  only  did  he  and  his  family  benefit 
from  this  credit,  so  too  did  the  community  of  York, 
Pennsylvania,  where  he  practiced.  He  devoted  60 
years  of  service  to  that  community,  through  the  free 
medical  clinic  he  ran  once  a  week  and  in  many  other 
ways. 

My  father  had  a  dream,  an  American  dream  of  taking 
charge  of  his  life,  and  through  hard  work  and  individual 
responsibility,  making  both  a  success  of  himself  and  a 
contribution  to  a  better  society. 

Millions  of  Americans  today  have  the  same  dream  — 
Americans  from  both  sides  of  the  tracks.  For  many, 
perhaps  most,  people  in  our  capitalist  society,  access 
to  credit  is  the  key  to  achieving  this  dream.  A  person’s 
ability  to  go  to  school,  to  buy  a  house,  to  start  a 
business,  is  often  determined  by  whether  credit  is 
available.  Further,  by  enabling  borrowers  to  become 
producers,  credit  can  be  the  means  through  which 
people  in  a  capitalist  system  escape  poverty.  Muham¬ 
mad  Yunus,  who,  as  many  of  you  know,  founded  the 
Grameen  bank  in  Bangladesh,  recognized  that  even  in 
that  desperately  poor  country  what  people  needed  was 
not  a  handout  but  a  hand  up. 

Credit  is  often  the  hammer  that  allows  people  to  forge 
their  future. 

Credit  is  critical  to  the  workings  of  the  capitalist 
economy.  And  credit  allows  people  outside  the 
mainstream  of  that  economy  to  enter  it.  For  all  of  these 
reasons,  fair  and  equal  access  to  credit  is  in  the  public 
interest. 

President  Clinton  understands  how  important  credit  is 
to  the  well-being  and  the  advancement  of  all 
Americans.  And  he  understands  how  necessary  credit 
is  to  revitalizing  our  cities  and  poor  rural  areas.  He 
recognizes  that  we  have  to  encourage  genuine 
economic  development  if  we  are  to  solve  the  problems 
of  unemployment,  poverty,  and  crime.  Within  days  of 
his  coming  to  office,  we  began  working  together  on  a 
presidential  credit  availability  effort  that  would  remove 
regulatory  obstacles  to  bank  lending.  And  within  days 


of  my  arrival  at  the  OCC,  we  launched  an  aggressive 
effort  on  fair  lending,  an  effort  to  make  equal  credit 
opportunity  a  feature  of  American  banking  as  unexcep¬ 
tional  as  the  checkbook  or  the  vault. 

Further,  over  the  last  year,  the  president  has  launched 
an  ambitious  array  of  policy  initiatives  through  which 
Washington  will  work  in  tandem  with  state  and  local 
governments,  banks  and  other  businesses,  community 
organizations,  and  other  institutions  to  address  our 
problems.  In  these  initiatives,  the  federal  government 
acts  as  a  catalyst  that  brings  about  desired  change. 
And  these  initiatives  often  seek  to  empower  com¬ 
munities  to  solve  their  problems  themselves.  Much 
work  remains  to  be  done  here,  but  we  are  on  our  way. 

Three  of  these  initiatives  directly  promote  economic 
growth  and  development  in  neighborhoods,  com¬ 
munities,  and  other  localities  where  financial  stimulus 
is  needed. 

One,  as  you  know  the  budget  bill  enacted  last  August 
offers  tax  incentives  to  businesses  that  locate  within  the 
nine  "empowerment  zones"  and  95  "enterprise  com¬ 
munities"  the  bill  authorized.  Localities  can  apply  for 
designation  as  an  empowerment  zone  or  an  enterprise 
community.  Two,  legislation  to  fund  Community 
Development  Financial  Institutions  (CDFIs)  has  passed 
both  the  full  House  and  the  Senate  Banking  Committee. 
And,  three,  federal  bank  regulators  have  proposed  a 
major  reform  of  the  Community  Reinvestment  Act, 
under  which  banks  must  address  community  credit 
needs. 

These  three  initiatives  are  interrelated  and  mutually 
supportive.  They  are  all  three  ways  of  getting  the  private 
sector  involved  in  addressing  economic  needs. 

Banks,  for  example,  could  meet  part  of  their  obligations 
under  the  CRA  by  investing  in  CDFIs.  And  CDFIs  could 
interact  with  banks  by  exploring  new  markets  that 
banks  could  help  serve. 

The  Community  Reinvestment  Act 

The  effort  to  reform  the  CRA  has  been  a  daily  concern 
of  mine  for  more  than  six  months.  I  came  here  today,  in 
large  part,  to  applaud  all  of  you  for  taking  part  in  this 
important  conference,  but  I  also  had  a  second  motive: 
to  urge  you  to  become  involved  in  CRA  reform  by 
commenting  on  the  proposal.  The  proposal  is  intended 
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to  fulfill  a  directive  from  President  Clinton  to  breathe  new 
life  and  new  purpose  into  the  CRA.  Fifteen  years  ago, 
Congress  passed  the  CRA  to  ensure  that  banks  and 
thrifts  served  the  financial  needs  of  their  entire  com¬ 
munities,  and,  in  particular,  to  help  economically  em¬ 
power  persons  of  low  and  moderate  income.  For  a 
number  of  reasons,  however,  the  CRA  never  achieved 
the  full  promise  Congress  had  intended. 

During  the  1992  presidential  campaign,  Governor  Clin¬ 
ton,  responding  to  the  strong  complaints  of  bankers 
and  community  leaders,  vowed  to  reform  the  CRA  to 
make  the  law  work.  Following  up  on  his  campaign 
pledge,  President  Clinton  last  July  told  us  to  rethink  the 
entire  system  of  regulation  through  which  we  put  the 
CRA  into  effect.  In  December,  we  proposed  our  reform 
package.  We  crafted  the  reform  package  to  achieve 
the  goals  the  president  established  for  us. 

Speaking  on  behalf  of  my  regulatory  colleagues  as  well 
as  for  myself,  we  are  eager  for  the  public  to  comment 
on  the  package.  We  are  only  one-third  of  the  way 
through  the  90-day  comment  period,  so  there  is  plenty 
of  time  left  to  do  so.  We  want  to  hear  if  we  have  gotten 
things  wrong,  if  we  could  do  a  better  job.  But  we  also 
want  to  hear  if  we  have  gotten  things  right.  We  will  need 
positive  reinforcement,  as  well  as  constructive  criti¬ 
cism,  when  we  craft  the  final  package  of  reforms. 

From  the  very  beginning,  we  have  been  dedicated  to  a 
painstaking  process  of  consultation  and  deliberation  so 
the  final  product  would  be  right.  The  president  gave  us 
a  difficult  mission.  We  knew  from  the  start  that  we  could 
not  perform  it  in  a  vacuum.  Before  we  made  a  single 
decision  on  proposing  reform,  we  turned  to  the  public 
for  direction.  We  held  a  series  of  hearings  throughout 
the  country  —  hearings  in  Washington,  Los  Angeles, 
Albuquerque,  San  Antonio,  Chicago,  New  York  City, 
and  Henderson,  North  Carolina  —  the  most  extensive 
series  of  hearings  ever  held  on  CRA.  We  heard  more 
than  250  witnesses  and  recorded  thousands  of  pages 
of  testimony.  We  walked  through  South  Central  Los 
Angeles  and  a  minority  neighborhood  in  New  York  to 
see  with  our  own  eyes  and  to  iisten  with  our  own  ears 
to  what  should  be  done.  We  talked  with  representatives 
of  the  Navajo  Nation,  to  bankers  large  and  small,  to 
poor  people  in  rural  America.  What  we  saw  and  what 
we  heard  shaped  the  reform  package  we  proposed. 

In  Washington,  we  heard  the  Reverend  Charles  Cum¬ 
mings,  Jr.,  tell  us:  "Low-income  and  minority  com¬ 
munities  here  in  D  C.  are  ravaged  by  a  shortage  of  jobs 
and  of  affordable  housing.  Bank  redlining  has  con¬ 
tributed  to  the  spiral  of  decline  in  our  communities. 
Abandoned  houses,  check-cashing  outlets,  vacant  lots 
and  boarded-up  store  fronts  are  the  symptoms  of  a 
credit  famine  in  our  neighborhoods.  Community  rein¬ 


vestment  is  not  the  only  solution  to  our  urban  problems, 
but  without  bank  participation,  any  plan  to  turn  things 
around  is  doomed  to  fail." 

At  the  same  hearing,  we  heard  a  banker  describe  how 
the  current  system  undercut  lenders  that  were  dedi¬ 
cated  to  achieving  meaningful  community  reinvest¬ 
ment. 

“I  would  like  to  show  you  a  photo,"  she  said,  "and 
believe  it  or  not  it’s  real,  it’s  not  a  staged  picture.  The 
printouts  here  make  up  a  pile  about  20  feet  high  and 
represent  the  quarterly  reports  documenting  just  one 
aspect  of  our  CRA  efforts.  Think  of  the  people  and  the 
resources  that  it  takes  to  produce  those  reports.  Would 
any  of  you  sitting  here  today  wade  through  that  stack 
of  paper  in  order  to  make  a  decision?  I  don’t  think  so. 
And  our  managers,  who  must  balance  the  need  to 
make  community  development  loans  with  all  of  their 
other  responsibilities,  feel  exactly  the  same  way.” 

In  Arizona,  Richard  Mike,  a  small  businessman  who  is 
a  member  of  the  Navajo  Nation,  testified  to  his  frustra¬ 
tion  in  obtaining  bank  credit  to  expand  his  operations 
on  the  reservation.  He  was  told  that  a  government 
agency  guarantee  would  be  required  for  such  a  loan. 
Mr.  Mike  stated:  “If  the  Navajo  Nation  and  its  people  are 
to  become  financially  independent,  it  is  essential  that 
they  have  access  to  credit  and  banking  services.  I 
believe  the  U.S.-insured  banks  in  Arizona  have  a  long 
way  to  go  to  meet  the  requirements  of  the  Community 
Reinvestment  Act  when  an  established  businessman 
from  the  Navajo  Nation  is  willing  to  offer  a  high-equity 
loan,  full  personal  guarantees,  waiver  of  sovereign 
immunity  by  the  Navajo  Nation,  liens  on  all  other  assets 
and  properties,  and  still  be  unable  with  a  good  busi¬ 
ness  record,  a  good  location,  and  a  good  financial 
position,  to  secure  any  loan  without  a  government 
guarantee." 

I  would  also  like  to  briefly  mention  what  Angela  Roberts 
told  us.  Ms.  Roberts  works  with  the  BEC  New  Com¬ 
munity  Shepherds  Program,  an  organization  in  Brook¬ 
lyn,  New  York,  that  provides  counseling  to  credit 
applicants.  Ms.  Roberts  said:  "There  is  no  great  mys¬ 
tery  about  the  reasons  our  cities  and  rural  areas  are  in 
trouble.  Reinvestment  is  the  key.  Recycle  our  capital  in 
part  back  into  our  communities  so  that  we  can  build 
housing  and  small  businesses,  and  we  will  see  the  end 
of  guns  and  drugs  and  an  enormous  decline  to  crime. 
Do  that  and  we  will  see  a  new  American  renaissance." 

If  that  sounds  moving  coming  from  me,  imagine  how 
moving  it  was  listening  to  her. 

We  regulators  had  a  big  job  to  do.  In  setting  the  goals 
of  reform  last  July,  President  Clinton  could  not  have 
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been  clearer.  The  implementation  of  CRA,  he  said,  “has 
focused  too  much  on  documentation  and  process,  and 
not  enough  on  actual  performance.  Banks  complain 
about  excessive  paperwork  and  inconsistent  im¬ 
plementation  of  the  law.  Community  groups  complain 
that  their  communities  remain  unserved,  and  the  CRA 
evaluations  often  fail  to  reflect  actual  community  rein¬ 
vestment  activities.” 

We  were  to  revise  our  regulatory  approach  to  reduce 
unnecessary  compliance  burden  and  to  reward  im¬ 
proved  performance  by  lenders. 

We  were  to  recognize  the  diversity  of  lenders  —  in  size, 
in  the  product  lines  lenders  offer  —  and  the  diversity  of 
the  markets  that  lenders  serve.  Our  regulations  were  to 
be  made  flexible  to  address  that  diversity.  We  were  to 
strengthen  enforcement  of  CRA,  particularly  in  regard 
to  lenders  with  consistently  poor  performance. 

In  our  reform  package,  we  have  tried  to  meet  all  of  those 
goals. 

To  provide  clearer  guidance  to  lenders,  the  reform 
package  would  eliminate  the  1 2  qualitative  assessment 
factors  that  appear  in  the  current  regulation.  It  would 
eliminate  subjective  evaluations  of  minutes,  meetings, 
and  marketing  efforts,  and  so  forth.  The  proposed  rule 
would  make  significant  reductions  in  regulatory  burden. 

No  longer  would  lenders  have  to  prepare  CRA  state¬ 
ments,  review  these  statements  annually,  and  note 
these  reviews  in  the  minutes  of  the  board  of  directors 
meetings  or  justify  the  basis  for  their  community 
delineations  or  ascertain  community  credit  needs  and 
explain  their  methods  of  doing  so. 

Instead  of  public  relations  or  documentation,  the 
proposal  would  stress  quantitative  measures  of  perfor¬ 
mance:  lending,  service,  and  investment  performance 
—  the  kind  of  performance  you  can  bank  on.  No  longer 
would  a  lender  get  an  “A”  just  for  effort.  Under  the 
proposed  rule,  not  every  institution  would  be  subject  to 
assessment  in  each  measure  of  performance.  Rather, 
the  regulator  would  consider  the  products  and  services 
an  institution  offers  in  its  normal  course  of  business. 
Retail  banks  —  those  that  focus  on  individual  con¬ 
sumers  —  would  be  evaluated  primarily  on  their  lending 
performance.  Wholesale  banks  —  those  that  focus  on 
serving  business  —  and  limited  purpose  banks  that  do 
not  engage  in  significant  retail  lending  would  be 
evaluated  primarily  on  their  investments.  In  this  way,  the 
proposal  would  respond  to  the  diversity  of  markets  that 
banks  serve.  The  proposal  would  also  respond  to  how 
banks  range  in  size.  It  would  provide  for  streamlined 
but  rigorous  examinations  of  small  institutions,  while 
stressing  that  these  institutions  would  still  be  respon¬ 


sible  for  helping  to  meet  the  credit  needs  of  their  entire 
communities. 

Under  the  proposal,  the  regulators  would  publish  a  list 
of  the  institutions  that  are  scheduled  to  undergo  ex¬ 
aminations  and  the  public  would  be  invited  to  submit 
comments  on  the  CRA  performance  of  any  institution 
on  the  list. 

Finally,  the  proposed  regulation  would  make  clear  that 
a  lender  found  in  substantial  noncompliance  with  the 
law  would  be  subject  to  formal  enforcement  actions. 

The  regulators  would  also  follow  through  on  reform  by 
improving  examiner  training  and  interagency  coordina¬ 
tion.  And  we  would  work  together  to  improve  public 
access  to  data  required  by  the  Home  Mortgage  Dis¬ 
closure  Act  and  the  proposed  CRA  regulations. 

Conclusion 

In  the  specific  ways  I  have  discussed  the  proposal 
would  meet  the  goals  the  president  set  and  would 
address  the  concerns  and  needs  that  we  heard  ex¬ 
pressed  in  our  public  hearings. 

Let  there  be  no  mistake,  this  is  an  aggressive  proposal. 
It  responds  to  long  and  loud  criticism  of  CRA  as  it  is 
today  and  as  it  has  been  for  years:  Bankers,  community 
activists,  academic  experts,  members  of  Congress  and 
others  identifying  flaws  in  our  current  approach  on  CRA 
and  advocating  change. 

The  proposal  would  restructure  the  system  of  evalua¬ 
tion  under  CRA,  because  virtually  everyone  agrees  that 
a  restructuring  is  needed.  The  proposal  would  judge 
lenders  by  what  they  do,  not  by  what  they  say,  because 
virtually  everyone  agrees  that  this  shift  in  emphasis  is 
needed.  Our  proposal  would  allow  differing  lenders  to 
meet  their  CRA  obligations  in  differing  ways,  because 
virtually  everyone  agrees  that  this  flexibility  is  needed. 
This  proposal  is  aggressive  —  an  aggressive  effort  to 
cure  the  problems  in  the  current  system. 

Just  as  the  public  shaped  the  proposal,  the  public  will 
shape  the  final  CRA  reforms  we  put  into  place.  As  we 
go  forward,  the  regulators  will  continue  to  listen  to  the 
voice  of  the  public,  and  respond  to  it.  In  doing  so,  we 
will  assure  that  CRA  reform  will  address  the  flaws  of  the 
current  system,  that  CRA  reform  will  establish  a 
reasonable  and  productive  process  that  will  endure  for 
many  years  to  come,  and  that  CRA  reform  contributes 
significantly  to  the  efforts  of  the  Clinton  administration 
to  increase  opportunity  for  everyone  in  our  nation. 

Now,  before  I  conclude,  I  want  to  turn  for  a  minute  to 
the  administration’s  proposal  to  consolidate  the  bank 
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regulatory  authority  now  parcelled  out  among  four  fed¬ 
eral  agencies  into  a  new  Federal  Banking  Commission. 

Just  as  with  CRA,  the  administration  has  focused  its 
attention  on  restructuring  because  it  has  been  —  quite 
rightly  —  the  subject  of  severe  criticism  from  bankers, 
regulators,  and  the  public.  And  understandably  so:  Our 
banking  regulatory  structure  is  characterized  by 
duplication  and  excess  without  parallel  in  any  other 
area  of  federal  regulation. 

Further  —  and  more  important  —  the  current  structure 
has  done  a  poor  job  in  assuring  the  safety  and  sound¬ 
ness  of  the  banking  system.  In  the  late  1980s,  the 
warning  signs  that  banks  had  overinvested  in  commer¬ 
cial  real  estate  loans  were  clear,  but  the  bank  regulators 
could  not  agree  on  a  unified  strategy  to  address  the 
problem.  Banks  suffered  enormous  losses,  and 


everyone  suffered  from  the  drag  of  those  losses  on  the 
economy. 

If  ever  there  was  an  area  of  government  that  needed  to 
be  reinvented,  the  bank  regulatory  structure  is  it. 

The  administration’s  proposal  is  founded  on  a  simple 
premise.  Clearly,  compared  with  the  system  we  now 
have,  one  bank  supervisor  offers  the  American  people 
accountability,  efficiency,  and  effectiveness. 

America  needs  this  change.  The  Clinton  administration 
came  to  office  on  the  promise  that  it  would  take  the 
actions  needed  to  get  the  economy  moving  so  that  all 
Americans  would  benefit.  CRA  reform  and  bank 
regulatory  consolidation  both  reflect  the  adminis¬ 
tration’s  intent  to  deliver  on  that  promise. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  General  Oversight,  Investigations,  and  the  Resolution  of  Failed 
Financial  Institutions  of  the  Flouse  Committee  on  Banking,  Finance,  and  Urban 
Affairs,  on  Community  Reinvestment  Act  reform,  Washington,  DC,  February  1 , 

1 994* 


Mr.  Chairman,  and  members  of  the  subcommittee,  I 
welcome  this  opportunity  to  discuss  the  efforts  of  the 
Office  of  the  Comptroller  of  the  Currency,  in  cooperation 
with  the  Office  of  Thrift  Supervision,  the  Federal  Deposit 
Insurance  Corporation,  and  the  Board  of  Governors  of 
the  Federal  Reserve  System,  to  change  fundamentally 
how  we  evaluate  the  performance  of  banks  and  thrifts 
under  the  Community  Reinvestment  Act  (CRA). 

The  CRA  reform  effort  is  an  important  part  of  the 
administration’s  efforts  to  promote  increased  credit 
availability  and  economic  growth.  In  the  past  year,  the 
bank  and  thrift  supervisory  agencies  have  worked 
diligently  to  create  a  regulatory  environment  in  which 
banks  and  thrifts  can  apply  their  skills  and  judgment  to 
the  task  of  extending  credit  to  creditworthy  borrowers, 
wherever  they  may  be  located.  Initiatives  taken  by  the 
banking  agencies  —  the  creation  of  a  new  low- 
documentation  program  for  small  business  loans,  the 
proposal  to  reconsider  appraisal  requirements  for  real 
estate  loans,  and  the  institution  of  a  formal  process  for 
appealing  examination  decisions,  for  example  —  have 
already  begun  to  affect  the  flow  of  credit  to  households 
and  businesses.  But  we  need  to  take  additional  steps 
to  ensure  that  the  benefits  of  greater  credit  availability 
are  shared  by  all  segments  of  society.  By  reforming  how 
we  assess  bank  performance  under  the  CRA,  I  believe 
that  we  can  channel  billions  of  dollars  of  new  credit  into 
America’s  distressed  communities. 

I  want  to  emphasize  that  the  administration  does  not 
regard  the  CRA  program  as  a  handout  for  distressed 
communities,  and  we  are  not  asking  banks  and  thrifts 
to  make  bad  loans.  I  have  learned  in  the  course  of  our 
efforts  to  reform  the  CRA  that  there  are  numerous 
opportunities  to  make  good,  profitable  loans  in  all  parts 
of  the  community,  including  low-  and  moderate-income 
areas.  One  of  the  most  encouraging  developments  to 
emerge  from  the  CRA  is  the  involvement  of  local  com¬ 
munity  organizations  in  identifying  creditworthy  bor¬ 
rowers  in  low-  and  moderate-income  neighborhoods 
and  linking  them  with  sources  of  credit.  Such  organiza¬ 
tions  also  play  a  key  role  in  promoting  community 
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development.  These  efforts  are  exemplified  by  the  ex¬ 
traordinarily  fine  work  that  Chairman  Flake  has  done  in 
helping  to  revitalize  important  areas  of  New  York’s  Sixth 
Congressional  District. 

The  subcommittee’s  letter  of  invitation  states  that  one 
purpose  of  these  hearings  is  to  assess  whether  legis¬ 
lation  amending  the  CRA  is  needed.  I  believe  that  we 
should  see  what  can  be  done  within  the  current 
statutory  framework  before  deciding  whether  legisla¬ 
tive  changes  are  needed.  The  Community  Reinvest¬ 
ment  Act  is  an  unusually  general  statute,  giving  the 
federal  banking  agencies  broad  discretion  in  the 
methods  to  be  used  in  achieving  the  statute’s  objec¬ 
tives.  I  believe  that  the  proposed  regulatory  changes 
alone  can  improve  the  access  of  people  in  low-  and 
moderate-income  areas  to  credit  and  other  banking 
services,  while  at  the  same  time  reducing  the  existing 
heavy  regulatory  burden  on  the  banking  and  thrift  in¬ 
dustries.  If,  when  the  regulation  is  in  place — whatever 
its  final  form— we  find  that  people  who  live  in  low-  and 
moderate-income  areas  are  still  not  enjoying  equal 
access  to  banking  services,  then  legislation  may  be 
appropriate.  But  I  think  it  makes  sense  first  to  give 
regulatory  remedies  a  chance  to  work. 

Background 

The  Community  Reinvestment  Act  was  enacted  in  1 977 
to  prevent  redlining  and  to  promote  affirmative  efforts 
by  banks  and  thrifts  to  help  meet  the  credit  needs  of  all 
segments  of  their  communities,  including  low-  and 
moderate-income  neighborhoods.  In  many  respects, 
the  CRA  is  an  extension  and  clarification  of  the  long¬ 
standing  expectation  that  banks  will  serve  the  credit 
needs  of  their  communities.  The  CRA  and  the  regula¬ 
tions  issued  under  the  CRA  require  federal  regulators 
to  assess  the  record  of  each  bank  and  thrift  in  helping 
to  meet  the  credit  needs  of  all  portions  of  its  community, 
including  low-  and  moderate-income  neighborhoods 
and  to  take  that  record  into  account  when  considering 
corporate  applications  for  charters  or  for  approval  of 
mergers,  acquisitions,  branch  openings,  or  office 
relocations. 

The  CRA  provides  a  framework  in  which  depository 
institutions  and  community  groups  can  work  together 
to  promote  the  availability  of  credit  and  other  banking 
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services  to  underserved  communities.  Under  the  im¬ 
petus  of  the  CRA,  many  banks  and  thrifts  have  opened 
new  branches,  provided  expanded  services,  adopted 
more  flexible  loan  underwriting  standards,  and  made 
substantial  commitments  to  state  and  local  govern¬ 
ments  or  community  groups  to  increase  lending  to  all 
segments  of  society. 

Despite  these  positive  results,  the  current  CRA  process 
lacks  credibility  with  the  banking  industry  and  with 
representatives  of  the  communities  that  the  act  is  in¬ 
tended  to  benefit.  Community  and  other  groups  com¬ 
plain  that  many  communities  are  not  adequately  served 
because  the  CRA  evaluation  process  does  not  focus 
enough  on  actual  lending,  investments,  and  services 
provided.  At  the  same  time,  bankers  complain  that  the 
current  implementation  of  the  CRA  results  in  excessive 
burden  relative  to  the  benefits  that  the  system 
produces. 

It  was  against  this  backdrop  of  broad  dissatisfaction 
with  the  current  approach  to  CRA  that  President  Clin¬ 
ton,  in  July  of  last  year,  challenged  the  federal 
regulators  of  banks  and  thrifts  to  make  fundamental 
changes  in  the  way  we  administer  the  CRA.  President 
Clinton  established  several  broad  principles  to  guide 
the  agencies'  reform  efforts.  He  called  for  CRA  assess¬ 
ment  standards  that  are  based  more  on  measurable 
performance,  less  burdensome  CRA  examinations  that 
are  more  consistent  and  even-handed,  the  elimination 
of  unnecessary  documentation  requirements,  better 
public  access  to  information  on  CRA  evaluations,  and 
tougher  actions  against  institutions  with  persistently 
poor  CRA  performance. 

To  ensure  that  CRA  reform  addressed  the  needs  of  the 
banking  industry,  community  groups,  and  other  key 
sectors  of  the  community,  the  federal  banking  agencies 
held  a  series  of  seven  public  hearings  last  year  at 
locations  around  the  country.  These  hearings  represent 
the  most  extensive  effort  on  the  part  of  the  agencies  to 
solicit  public  views  on  community  reinvestment  since 
the  CRA  was  enacted  in  1977.  The  hearings  were 
attended  by  the  heads  of  the  OCC,  OTS,  and  FDIC,  and 
by  Federal  Reserve  Governor  Lindsey.  This  unusually 
high-level  representation  at  the  hearings  reflects  the 
great  importance  that  the  agencies  have  accorded  this 
effort.  I  think  I  can  speak  for  all  four  of  us  when  I  say 
that  we  learned  a  great  deal  about  the  problems  facing 
low-  and  moderate-income  areas  and  came  away  with 
a  unique  appreciation  for  the  issues  involved  in  CRA 
reform. 

Following  the  public  hearings,  the  agency  heads  and 
Governor  Lindsey  worked  closely  together  to  come  up 
with  the  proposal  that  was  announced  jointly  by  the 
federal  banking  agencies.  The  proposal  is  designed  to 


meet  the  objectives  established  by  the  president.  It 
emphasizes  results  rather  than  process  and  is  intended 
to  ensure  that  all  segments  of  our  society  have  access 
to  credit  and  other  financial  services  provided  by  banks 
and  thrifts. 

The  agencies  published  the  proposed  rule  in  the 
Federal  Register  on  December  21.  We  still  have  work 
to  do,  however,  before  we  can  put  a  final  rule  in  place. 
The  comment  period  was  originally  scheduled  to  close 
on  February  24,  but  because  of  the  considerable  public 
interest  in  the  rule,  the  significance  of  the  changes  we 
are  proposing,  and  the  fact  that  the  proposal  was 
published  shortly  before  the  Christmas  and  New  Year 
holidays,  the  agencies  agreed  to  extend  the  deadline 
for  comments  by  30  days,  to  March  24. 

I  cannot  predict  at  this  point  exactly  what  the  provisions 
of  the  final  rule  will  be.  That  will  be  determined  by  the 
rulemaking  process,  after  the  agencies  have  had  the 
opportunity  to  review  all  of  the  public  comments  we 
receive.  I  am  committed  to  accomplishing  that  as  ex¬ 
peditiously  as  possible,  and  it  is  my  expectation  that  we 
will  publish  a  final  rule  in  the  late  spring. 

The  agencies  propose  that  the  data  collection  required 
by  the  proposed  rule  would  go  into  effect  on  July  1, 
1994,  with  larger  institutions  having  to  report  data  for 
the  last  six  months  of  1994  by  January  31,  1995. 
Evaluations  under  the  new  standards  would  become 
mandatory  after  July  1,  1995.  Until  then,  banks  would 
be  able  to  choose  whether  they  will  be  evaluated  under 
the  new  rule  or  under  the  old  CRA  standards.  This 
proposed  schedule  assumes,  of  course,  that  a  final  rule 
is  published  in  the  spring.  We  will  modify  this  schedule 
if  the  rulemaking  process  takes  longer  to  complete. 

I  must  underscore  that  our  efforts  will  not  produce  a 
panacea.  Reform  of  CRA  regulations  and  examination 
procedures  cannot  solve  all  the  problems  of  distressed 
rural  and  urban  communities,  nor  answer  all  the  com¬ 
plaints  of  bankers  about  regulatory  burden.  But  I  am 
confident  that  at  the  end  of  the  process  we  can  have  a 
CRA  evaluation  system  that  is  far  superior  to  the  one 
we  currently  use. 

Balancing  Competing  Interests 

The  subcommittee's  letter  of  invitation  expressed  inter¬ 
est  in  how,  in  drafting  the  proposed  revisions  to  the  CRA 
regulation,  we  balanced  the  interests  of  the  lenders  and 
community  organizations.  As  I  mentioned  above,  prior 
to  drafting  the  proposal,  the  federal  banking  agencies 
held  seven  public  hearings  at  which  we  heard  from 
more  than  250  witnesses.  Another  50  persons  sub¬ 
mitted  written  statements  for  the  record.  Although  those 
people,  more  than  300  of  them,  held  diverse  view- 
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points,  there  were  many  areas  of  agreement.  Our  efforts 
focused  on  building  upon  those  areas  of  agreement. 

For  example,  most  of  those  who  commented  — 
bankers,  government  officials,  and  leaders  of  com¬ 
munity-based  organizations  —  called  for  a  system  that 
evaluated  performance  without  resorting  to  a  formula- 
driven  approach.  They  emphasized  that  CRA  evalua¬ 
tions  should  focus  primarily  on  lending,  particularly  to 
low-  and  moderate-income  individuals,  small  farms  and 
businesses,  and  affordable  housing  and  economic 
development  organizations,  but  they  stressed  that  an 
institution's  lending  record  should  be  viewed  in  the 
context  of  its  business  strategy,  its  financial  condition, 
and  the  credit  needs  of  the  community  in  which  it 
operates.  Expressing  a  closely  related  point  of  view, 
many  small  institutions  noted  that  the  documentation 
requirements  of  the  current  CRA  regulation  consume 
resources  that  could  be  better  used  providing  credit 
and  services  to  their  communities. 

Many  commenters  expressed  interest  in  enabling 
financial  institutions  to  work  with  community  repre¬ 
sentatives  to  develop  strategic  plans,  with  measurable 
goals,  for  meeting  their  CRA  obligations.  Some  wanted 
the  CRA  process  to  center  upon  enforceable  agree¬ 
ments  between  community  groups  and  financial  institu¬ 
tions,  while  others  suggested  that  the  CRA  process 
should  center  on  enforceable  agreements  between 
institutions  and  their  regulators. 

A  number  of  commenters  noted  that  implementation  of 
a  meaningful  performance-based  evaluation  process 
would  require  the  collection  of  data  on  the  geographic 
distribution  of  small  business  and  consumer  loans. 
Other  witnesses,  particularly  those  who  represented 
smaller  institutions,  noted  the  regulatory  burden  that 
institutions  currently  bear,  and  urged  that  the  regulation 
mandate  no  additional  reporting  of  loans. 

Many  financial  institutions  and  some  community  groups 
expressed  the  view  that  the  current  system  focuses  too 
much  on  punishing  institutions  that  fail  to  help  meet  the 
needs  of  their  communities.  They  suggested  that  the 
revised  regulation  should  focus  more  on  providing  in¬ 
centives  for  institutions  that  meet  the  credit  and  service 
needs  of  their  communities.  Outside  the  banking  and 
thrift  industries,  however,  there  was  strong  opposition 
to  establishing  a  “safe  harbor”  from  protests  based  on 
the  regulator’s  evaluation  of  an  institution’s  CRA  perfor¬ 
mance. 

The  agencies  tried  to  address  many  of  these  concerns 
in  developing  the  proposed  rule.  The  proposal  would 
not  allocate  credit,  or  require  any  institution,  in  any 
community,  to  provide  any  set  level  of  lending,  service, 
or  investments  to  any  constituency.  Rather,  it  would 


base  CRA  evaluations  more  on  objective  measures  of 
a  bank’s  lending,  service,  and  investment  activities, 
while  continuing  to  evaluate  each  institution's  record  in 
light  of  its  business  strategy  and  conditions  in  its  com¬ 
munity.  It  contains  no  "safe  harbor,"  but  provides  incen¬ 
tives  for  strong  CRA  performance  by  specifying  how 
the  agencies  will  consider  CRA  performance  when 
deciding  an  application,  and  by  establishing  that  in¬ 
stitutions  whose  performance  is  in  substantial  noncom¬ 
pliance  with  the  requirements  of  the  law  may  be  subject 
to  enforcement  action. 

We  believe  the  proposed  rule  would  make  significant 
reductions  in  regulatory  burden  for  most  institutions. 
The  proposal  is  longer,  in  terms  of  pages  of  text,  than 
the  current  CRA  regulation,  but  its  overall  effect  is  to 
simplify  the  CRA  process.  The  proposal  would  reduce 
the  number  of  CRA  evaluation  factors  from  12  to  three. 
Moreover,  by  replacing  subjective  factors  with 
measurable,  objective  standards,  the  proposal  would 
reduce  regulatory  uncertainty.  Finally,  the  proposal 
would  tailor  CRA  requirements  to  the  circumstances  of 
different  types  of  institutions.  While  this  adds  to  the 
overall  length  of  the  regulation,  it  means  that  any  given 
institution  would  have  to  deal  only  with  those  sections 
of  the  regulation  that  would  apply  to  it. 

The  proposal  would  require  data  reporting  on  loans  to 
small  businesses  and  consumers,  but  smaller  institu¬ 
tions  could  choose  to  be  evaluated  under  streamlined 
procedures  that  would  not  require  them  to  make  these 
reports.  Furthermore,  the  proposal  would  eliminate  the 
need  for  banks  and  thrifts  to  prepare  detailed  CRA 
statements,  to  review  those  statements  annually  and 
note  those  reviews  in  the  minutes  of  board  meetings,  to 
justify  the  basis  for  their  community  delineations,  to 
explain  the  methods  they  used  to  ascertain  community 
credit  needs,  or  to  maintain  voluminous  files  document¬ 
ing  their  marketing  efforts  in  low-  and  moderate-income 
areas.  The  resources  formerly  devoted  to  such  proce¬ 
dural  requirements  would  be  available  for  strengthen¬ 
ing  capital  and  making  new  loans. 

i  do  not  mean  to  suggest  that  the  proposal  would 
impose  no  regulatory  burden.  The  agencies  need  some 
information  on  banks'  and  thrifts’  lending,  community 
investments,  and  other  services  provided  to  low-  and 
moderate-income  areas  in  order  to  refocus  CRA 
evaluations  on  objective  measures  of  performance.  As 
a  result,  some  institutions  would  not  see  as  great  a 
reduction  in  regulatory  burden  as  others.  The 
regulatory  burdens  they  did  bear,  however,  would  be 
more  directly  linked  to  the  provision  of  banking  services 
to  their  communities.  The  unproductive  burden  as¬ 
sociated  with  the  current  process,  which  bases  CRA 
evaluations  largely  on  documentation,  would  be 
eliminated. 
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Principal  Features  of  the  Proposed  System 

Performance-Based  Evaluations.  The  regulatory  agen¬ 
cies  propose  to  replace  the  12  assessment  factors 
currently  used  to  evaluate  compliance  with  the  CRA 
with  a  performance-based  evaluation  system.  The  cur¬ 
rent  assessment  factors  are  almost  entirely  subjective, 
and  unduly  burdensome.  Under  the  proposed  system, 
depository  institutions  would  be  assessed  on  results, 
measured  in  objective  terms:  the  loans  they  provide, 
the  investments  they  make,  and  the  services  they  offer 
in  their  communities. 

Flexibility.  The  agencies  have  not  proposed  to  require 
any  set  level  of  lending  to  any  particular  community  or 
constituency.  The  agencies  wish  to  avoid  a  formulaic 
approach  to  CRA  reform,  which  could  have  the  effect 
of  forcing  institutions  into  a  common  mold.  Where  the 
proposal  does  use  specific  tests  or  benchmarks,  they 
take  the  form  of  rebuttable  presumptions  that  would 
permit  each  institution  to  be  evaluated  on  the  basis  of 
its  own  situation. 

The  proposal  is  designed  to  recognize  the  diversity  that 
characterizes  the  banking  and  thrift  sectors.  In  general, 
institutions  would  be  evaluated  on  the  basis  of  the 
product  lines  they  offer  to  their  customers  in  the  normal 
course  of  business,  so  in  no  way  would  the  proposed 
regulation  require  banks  and  thrifts  to  offer  specific 
products  or  to  make  loans  or  investments  that  are 
inconsistent  with  safety  and  soundness. 

Lending  Test.  The  agencies  propose  to  evaluate  retail 
institutions  primarily  on  the  basis  of  the  loans  they 
make.  The  evaluation  would  be  based  on  objective 
measures  of  the  institution’s  activities:  the  number,  dol¬ 
lar  volume,  and  geographic  distribution  of  its  loans.  The 
agencies  would  use  this  information  to  apply  a  lending 
test,  which  institutions  could  rebut  where  circumstan¬ 
ces  warranted.  Lenders  would  receive  extra  credit  for 
making  complex  or  innovative  loans  or  loans  that  serve 
particularly  pressing  community  needs. 

The  lending  test  would  include  two  main  components. 
The  first  component  would,  in  effect,  evaluate  an 
institution's  lending  record  in  low-  and  moderate-in¬ 
come  areas  against  the  lending  records  of  its  com¬ 
petitors.  It  would  do  so  by  comparing  the  institution's 
market  share  of  reportable  loans  in  low-  and  moderate- 
income  areas  within  its  service  area  with  its  share  of 
such  loans  in  the  rest  of  its  service  area.  (Reportable 
loans  would  include  home  mortgage,  consumer,  small 
business,  and  small  farm  loans.) 

The  second  component  of  the  lending  test  would 
evaluate  the  institution’s  record  in  isolation,  by  compar¬ 
ing  the  volume  and  number  of  reportable  loans  that  a 


bank  or  thrift  made  in  low-  and  moderate-income  areas 
in  its  service  area  with  the  volume  and  number  of  such 
loans  that  it  made  throughout  its  service  area,  or,  alter¬ 
natively,  by  examining  the  geographic  distribution  of 
such  loans  across  the  low-  and  moderate-income  areas 
in  the  institution's  service  area. 

By  looking  at  both  components,  the  agencies  hope  to 
ensure  that  favorable  ratings  under  the  lending  test 
would  reflect  a  reasonable  distribution  of  loans  among 
low-,  moderate-,  and  high-income  neighborhoods  in 
the  bank's  service  area,  while  at  the  same  time  avoiding 
the  possibility  of  unfairly  penalizing  a  bank  that,  despite 
strong  efforts  in  low-  and  moderate-income  neighbor¬ 
hoods,  had  a  relatively  small  market  share  simply  be¬ 
cause  it  had  more  competitors  there  than  elsewhere  in 
its  service  area.  And  I  would  like  to  emphasize  again 
that  the  results  of  the  lending  test  —  like  the  other  tests 
contained  in  the  proposal  —  could  be  rebutted  where 
circumstances  warranted.  For  example,  a  bank  that  did 
not  make  as  many  loans  in  low-  and  moderate-income 
areas  as  its  competitors  did  might  still  pass  the  lending 
test  if  its  lending  record  compared  favorably  with  other 
institutions  on  a  regional  or  national  basis. 

The  agencies  propose  to  credit  to  a  bank  or  thrift 
institution,  at  its  option, its  share  of  the  loans  made  by 
nonbank  entities  in  which  the  bank  or  thrift  has  invested 
or  participated. 

Investment  Test.  The  agencies  propose  to  evaluate 
wholesale  and  limited-purpose  institutions  —  defined 
as  institutions  without  a  significant  volume  of  home 
mortgage  loans,  consumer  loans,  or  loans  to  small 
businesses  and  small  farms  —  primarily  on  the  basis 
of  investments  they  make  that  benefit  low-  and 
moderate-income  neighborhoods  or  individuals  within 
the  institution’s  service  area.  The  agencies  would  base 
their  evaluation  of  an  institution’s  investment  perfor¬ 
mance  on  the  amount  of  assets,  relative  to  the 
institution’s  risk-based  capital,  that  it  devoted  to  qualify¬ 
ing  investments.  Qualifying  investments  would  include 
investments  in  organizations,  consortia,  and  initiatives 
that  foster  community  lending,  community  develop¬ 
ment,  or  affordable  housing  and  investments  in  state 
and  local  government  agency  housing  or  revenue 
bonds  that  are  specifically  aimed  at  helping  low-  and 
moderate-income  communities  and  individuals. 

The  focus  of  the  investment  test  would  be  the  effect  of 
the  investments  on  the  community  rather  than  the  in¬ 
vestment  per  se.  Investments  would  not  be  credited 
under  the  test  unless  they  had  a  demonstrable  impact 
on  the  provision  of  credit,  community  development 
projects,  or  services  benefiting  low-  and  moderate-in¬ 
come  individuals  or  areas.  Regulators  could  adjust  an 
institution's  rating  under  the  investment  test  to  take  into 
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account  investments  that  are  particularly  innovative  or 
that  meet  special  needs.  If  an  institution  made  an 
investment  that  indirectly  generated  lending,  the  institu¬ 
tion  could  receive  credit  for  the  indirect  lending  under 
the  lending  test,  and  credit  for  the  rest  of  the  investment 
under  the  investment  test. 

Retail  institutions  would  also  be  evaluated  on  the  basis 
of  their  investment  performance.  Those  whose  invest¬ 
ment  performance  was  found  to  be  outstanding  would 
have  their  “base"  CRA  rating,  reflecting  their  perfor¬ 
mance  under  the  lending  test,  raised  by  two  levels  on 
the  five-level  scale.  Those  whose  investment  perfor¬ 
mance  was  the  higher  of  the  two  satisfactory  ratings 
would  have  their  base  CRA  rating  raised  by  one  level. 
The  absence  of  investments,  however,  would  not  penal¬ 
ize  an  institution.  Although  we  believe  that  suitable 
investments  can  complement  an  institution’s  lending 
record,  the  CRA  does  not  obligate  banks  and  thrifts  to 
make  community  development  investments. 

Service  Test.  The  agencies  propose  to  evaluate  all 
institutions  on  the  basis  of  the  services  they  provide  in 
low-  and  moderate-income  neighborhoods.  Evalua¬ 
tions  of  retail  institutions  would  focus  on  the  acces¬ 
sibility  of  branches,  while  the  evaluation  of  wholesale 
and  limited-purpose  institutions  would  focus  on  their 
support  for  services  that  promote  credit  availability  in 
low-  and  moderate-income  areas,  such  as  credit  coun¬ 
seling,  low-cost  or  “lifeline"  checking  accounts,  finan¬ 
cial  planning,  home  ownership  counseling,  and  loan 
packaging  that  assists  small  and  minority  businesses. 
An  institution’s  performance  under  the  service  test 
could  boost  its  overall  CRA  rating  in  the  case  of  out¬ 
standing  service,  and  reduce  its  rating  in  the  case  of 
substantial  noncompliance  in  service. 

The  proposed  evaluation  system  has  been  designed 
so  that  an  institution’s  CRA  rating  would  reflect  its 
performance  in  all  the  communities  in  which  itoperates. 
For  banks  and  thrifts  that  do  business  in  more  than  one 
community,  the  agencies  propose  to  evaluate  all  of  the 
institution’s  loan  data,  and  to  conduct  full  lending  and 
service  tests  in  a  sample  of  its  service  areas.  The 
agencies  would  then  assign  separate  composite  CRA 
ratings  for  each  area,  with  the  bank’s  or  thrift’s  overall 
rating  reflecting  its  performance  in  all  areas  studied. 

In  the  view  of  the  agencies,  a  financial  institution  is  not 
serving  its  entire  community  if  it  is  discriminating  illegal¬ 
ly.  The  proposal  would  therefore  establish  a  rebuttable 
presumption  that  an  institution  would  receive  a  com¬ 
posite  rating  of  less  than  satisfactory  if  the  institution 
had  committed  an  isolated  actot  illegal  discrimination 
of  which  it  had  knowledge,  and  that  it  had  not  corrected 
or  was  not  in  the  process  of  correcting;  or  if  it  had 
engaged  in  a  pattern  or  practice  of  illegal  discrimina¬ 


tion  that  it  had  not  corrected.  That  presumption  could 
be  rebutted  in  the  case  of  technical  or  de  minimis 
violations. 

Enhanced  Data  on  Lending  Patterns.  The  agencies 
propose  to  require  all  banks  and  thrifts  (except  those 
that  use  the  streamlined  assessment  method 
described  below)  to  collect,  and  to  report  to  their  su¬ 
pervisor,  data  on  the  geographic  distribution  of  their 
home  mortgage,  consumer,  small  business,  and  small 
farm  loans.  This  would  be  in  addition  to  data  already 
collected  under  the  Home  Mortgage  Disclosure  Act 
(HMDA)  and  the  agencies’  fair  housing  data  collection 
requirements.  The  reports  would  include  data  on  writ¬ 
ten  applications  received  by  the  institution,  denials  of 
applications,  loan  originations,  and  loan  purchases. 
These  data  would  form  the  basis  of  the  agencies’ 
evaluations  under  the  lending  test,  and  would  be  made 
available  to  the  public  by  the  individual  lenders  and  the 
agencies.  The  Federal  Reserve  Board  would  continue 
to  make  available  to  the  public  the  information  that 
institutions  collect  under  HMDA. 

Alternative  Assessment  Method  for  Smaller  Banks  and 
Thrifts.  In  the  course  of  the  public  hearings  that  pre¬ 
ceded  the  development  of  the  proposal,  represen¬ 
tatives  of  many  small  institutions  urged  the  regulators 
to  exempt  small  banks  and  thrifts  from  CRA  assess¬ 
ments.  The  agencies  have  not  proposed  to  do  so 
because  such  an  exemption  could  result  in  the  neglect 
of  the  credit  needs  of  communities  served  by  smaller 
banks  and  thrifts  and  because  we  do  not  believe  that 
such  an  exemption  is  permitted  by  the  statute.  The 
agencies  are  proposing,  however,  to  use  their  discre¬ 
tion  under  the  CRA  to  offer  small  banks  and  thrifts  — 
defined  as  independent  banks  and  thrifts  with  total 
assets  of  under  $250  million,  or  members  of  a  holding 
company  with  total  banking  and  thrift  assets  of  less  than 
$250  million  —  the  option  of  a  streamlined  assessment 
method.  Smaller  institutions  that  chose  to  be  assessed 
under  the  streamlined  method  would  not  have  to  com¬ 
ply  with  the  proposed  data  collection  requirements 
necessary  to  apply  the  general  assessment  method. 

The  proposed  streamlined  process  is  designed  to 
measure  how  well  smaller  banks  and  thrifts  are  serving 
the  needs  of  their  entire  local  communities.  The  primary 
basis  for  a  small  institution’s  rating  would  be  an  evalua¬ 
tion  of  its  lending  record.  As  a  general  rule,  an  institution 
would  receive  a  satisfactory  or  better  CRA  rating  if  it 
had  a  reasonable  loan-to-deposit  ratio;  made  most  of 
its  loans  locally;  made  a  variety  of  loans  across  income 
levels;  and  did  not  have  any  bona  fide  community 
complaints  or  fair  lending  violations. 

In  addition,  at  the  option  of  the  institution,  the  regulator 
would  evaluate  the  institution’s  record  of  making  invest- 
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merits  that  result  in  the  provision  of  credit  and  financial 
services  to  low-  and  moderate-income  areas  within 
their  communities,  and  its  record  of  providing 
branches,  remote  service  facilities,  automated  teller 
machines,  and  other  services  that  enhance  credit 
availability  or  otherwise  meet  the  needs  of  low-  and 
moderate-income  persons  in  its  service  area.  Strong 
performance  in  these  areas  could  raise  an  institution’s 
rating  from  satisfactory  to  outstanding. 

The  regulator  would  also  seek  the  views  of  community 
members,  particularly  when  there  are  complaints  about 
the  institution  and  review  the  findings  of  the  institution’s 
most  recent  fair  lending  examination.  In  the  event  that 
a  small  institution  failed  to  meet  or  exceed  the  stan¬ 
dards  for  a  satisfactory  rating,  its  regulator  would  conduct 
a  more  extensive  examination  of  its  loan-to-deposit 
ratio,  its  record  of  lending  to  its  local  community,  and 
its  loan  mix. 

In  order  to  make  it  easier  for  small  institutions  to  use 
these  streamlined  procedures,  the  agencies  propose 
that  a  loan-to-deposit  ratio  of  60  percent  or  more  would 
be  presumed  to  satisfy  the  test  for  a  reasonable  loan- 
to-deposit  ratio.  The  60  percent  ratio  would  not  be  a 
requirement  or  a  bright-line  test  that  an  institution  would 
either  pass  or  fail.  Rather,  it  is  intended  as  a  helpful 
presumption  that  would  provide  a  simplified  method  for 
demonstrating  compliance  for  the  roughly  half  of  com¬ 
munity  banks  whose  ratio  exceeds  60  percent.  The 
underlying  requirement  would  be  the  same  for  all  in¬ 
stitutions  using  the  streamlined  procedures:  those 
above  and  below  the  60  percent  figure.  They  would 
have  to  have  a  reasonable  loan-to-deposit  ratio  given 
their  size,  their  financial  condition,  and  the  credit  needs 
of  their  communities.  An  institution  in  a  community 
where  there  is  insufficient  loan  demand  to  reach  a  60 
percent  ratio  would  need  only  to  have  a  ratio  that  is 
reasonable  given  the  level  of  demand. 

Strategic  Plan  Alternative.  Under  the  proposed  rule, 
any  institution,  rather  than  being  assessed  under  the 
lending,  investment,  and  services  tests,  could  submit 
for  agency  approval  a  plan  with  measurable  goals 
against  which  the  agency  would  assess  the  institution’s 
subsequent  CRA  performance.  The  proposal  would  not 
specifically  require  institutions  to  involve  community 
groups  and  other  members  of  the  public  in  the  formula¬ 
tion  of  their  strategic  plans,  but  we  would  certainly 
encourage  them  to  do  so.  An  institution  would  be 
required  to  disclose  its  plan  publicly  before  it  is 
evaluated  by  its  regulator,  and  the  regulator  would 
consider  public  comments  in  its  assessment  of  a  sub¬ 
mitted  plan. 

If  the  agency  approved  the  plan,  it  would  base  its 
subsequent  CRA  reviews  of  that  institution  on  whether 


it  met  or  exceeded  the  goals  specified  in  the  plan.  If  the 
institution  failed  to  meet  the  preponderance  of  the 
measurable  goals  set  forth  in  the  plan,  its  performance 
would  be  evaluated  under  the  lending,  service,  and 
investment  tests  (or,  for  eligible  institutions,  the  small 
bank  assessment  method).  Assessment  under  an  ap¬ 
proved  plan  would  not  relieve  an  institution  from  its 
obligation  to  report  data  on  the  geographic  distribution 
of  loans. 

Examination  and  Enforcement.  The  federal  regulators 
of  banks  and  thrifts  would  continue  to  consider  CRA 
performance  in  evaluating  applications  to  charter  a 
bank  or  thrift,  to  obtain  deposit  insurance,  to  establish 
or  relocate  a  branch  office  or  ATM,  or  to  acquire  another 
insured  depository  institution  or  its  assets.  Under  the 
proposal,  as  today,  the  CRA  examination  rating  would 
often  be  the  most  important  factor  in  assessing  CRA 
performance,  but  it  would  not  be  the  exclusive  con¬ 
sideration,  and  could  be  overridden  by  other  factors, 
such  as  information  collected  through  public  comment, 
legitimate  complaints,  and  fair  lending  violations. 

Under  the  proposal,  a  rating  of  “outstanding”  would 
generally  be  consistent  with  approval  of  the  applica¬ 
tion,  and  would  receive  extra  weight  in  reviewing  the 
application.  A  rating  of  “satisfactory"  would  also  be 
consistent  with  approval,  but  it  would  not  receive  extra 
weight.  A  rating  of  “needs  to  improve"  would  generally 
be  an  adverse  factor  in  the  CRA  review  of  the  applica¬ 
tion,  and  in  the  absence  of  demonstrated  improvement 
in  the  bank’s  CRA  performance  or  other  countervailing 
factors  would  generally  result  in  conditional  approval  or 
denial  of  the  application.  A  rating  of  “substantial  non- 
compliance”  would  generally  result  in  denial  of  the 
application. 

The  agencies  recognize,  however,  that  the  corporate 
application  process  alone  is  not  sufficient  to  ensure 
effective  enforcement  action  against  institutions  that  fail 
to  satisfy  their  CRA  responsibilities.  It  is  only  effective 
for  institutions  that  face  branch  opening  or  relocation 
decisions  or  that  are  active  in  mergers  and  acquisitions. 
The  agencies  therefore  propose  that  an  institution  that 
received  a  composite  rating  of  “substantial  noncom¬ 
pliance"  would  be  subject  to  formal  and  informal  en¬ 
forcement  measures  authorized  by  12  U.S.C.  1818. 

In  addition  to  considering  CRA  performance  in  the 
application  process  and  exercising  their  general  enfor¬ 
cement  powers,  the  agencies  plan  to  use  the  frequency 
of  CRA  examinations  to  provide  incentives  for  strong 
performance.  Institutions  with  ratings  of  “outstanding" 
will  generally  be  examined  less  frequently  than  the 
average  institution,  while  institutions  with  less  than 
satisfactory  ratings  will  generally  be  examined  more 
frequently.  Of  course,  other  factors,  such  as  an  in- 
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stitution’s  financial  condition,  will  also  affect  the  fre¬ 
quency  of  examinations,  and  in  no  case  do  we  plan  to 
examine  banks  less  frequently  than  once  every  two 
years.  The  agencies  believe  that  linking  examination 
frequency  to  performance  makes  sense  not  only  be¬ 
cause  it  provides  an  incentive  for  strong  performance, 
but  also  because  it  reflects  a  sensible  allocation  of  the 
agencies’  limited  examination  resources. 

Conclusions 

The  administration’s  CRA  proposal  attempts  to  strike  a 
reasonable  balance  between  improving  the  availability 
of  banking  services  in  underserved  urban  and  rural 
communities,  and  minimizing  regulatory  burdens  on 
the  banking  industry.  Consequently,  both  community 


groups  and  bankers  may  not  be  completely  satisfied 
with  some  provisions  of  the  proposed  rule.  Bankers 
need  to  recognize  that  it  is  worth  making  an  effort  to 
bring  currently  underserved  areas  into  the  mainstream 
of  financial  markets.  Community  groups  need  to  recog¬ 
nize  that  even  well-intentioned  requirements,  if  they  are 
too  burdensome,  can  weaken  the  banking  industry  and 
reduce  its  capacity  to  serve  the  banking  public,  includ¬ 
ing  low-  and  moderate-income  neighborhoods.  I  ask 
both  groups  to  compare  the  agencies’  proposal  with 
the  status  quo  and  ask  themselves,  first,  whether  it 
represents  an  overall  improvement  over  the  status  quo, 
and  second,  what  changes  are  needed  to  make  the 
proposal  more  effective.  I  look  forward  to  hearing  their 
comments. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  New 
York  State  Bankers  Association,  on  the  condition  of  the  banking  industry,  New 
York,  New  York,  February  3,  1 994 


I  would  like  to  speak  with  you  today  about  what  I  see 
as  the  role  of  the  banking  industry  in  the  American 
economy  and  why  I  believe  public  policy  must  assure 
that  our  banking  system  remains  a  vigorous  part  of  the 
financial  services  industry  as  we  enter  the  21  st  century. 

Today,  banking  stands  at  an  historic  crossroads.  The 
decisions  we  make,  or  fail  to  make,  about  the  banking 
industry  will  strongly  influence  the  vitality  of  the 
economy  and  the  well-being  of  consumers  of  financial 
services,  businesses  as  well  as  individuals. 

Let  me  begin  by  saying  a  word  about  the  condition  of 
the  industry.  The  banking  industry  today  is  in  the  midst 
of  a  powerful  cyclical  recovery. 

Contrary  to  opinion  in  some  quarters,  I  do  not  believe 
this  recovery  has  necessarily  peaked  or  that  it  merely 
reflects  today’s  benign  interest  rate  environment.  Even 
if  the  yield  curve  flattens  somewhat,  the  resulting  com¬ 
pression  in  margins  would  not  abort  the  cyclical 
recovery  for  most  banks.  Five  additional  important 
structural  forces  are  at  work  which,  in  my  view,  will 
probably  continue  to  support  strong  bank  economic 
performance  over  the  intermediate  term,  even  if  the 
yield  curve  flattens  a  bit. 

First,  as  you  are  well  aware,  credit  quality  continues  to 
improve  for  most  institutions,  and  declining  loan  loss 
provisions  are  likely  to  support  further  gains  in 
economic  performance.  Second,  reserves  and  capital 
are  stronger  than  at  any  point  in  recent  decades. 

Third,  we  have  witnessed,  and  continue  to  witness,  a 
trend  toward  consolidation  and  the  withdrawal  of 
weaker  players  from  the  market.  This  consolidation,  in 
combination  with  the  psychological  scars  produced  by 
recent  credit  losses,  will  produce  greater  price  dis¬ 
cipline  in  the  1990s  than  we  saw  during  much  of  the 
1980s. 

Fourth,  regulatory  policy  has  improved  balance  sheet 
integrity.  I  am  among  those  who  have  criticized  certain 
regulatory  excesses.  But  for  understandable  reasons, 
bank  stock  valuations  historically  have  been  penalized 
for  uncertainties  surrounding  credit  quality  and  reserve 
valuations.  On  balance,  regulatory  shifts  in  recent  years 
have  improved  the  credibility  and  reliability  of  bank 
earnings  statements.  The  valuations  attached  to  bank 
earnings  may  well  rise  as  recognition  of  that  change 
sets  in. 


Finally,  the  current  macro-economic  environment  is 
favorable  for  banking.  We  find  ourselves  in  a  moderate 
growth,  low  inflation,  and  low  interest  rate  environment, 
virtually  an  optimal  environment  for  most  financial  in¬ 
stitutions. 

However,  the  current  favorable  economic  performance 
of  the  banking  industry  does  have  one  very  serious 
adverse  consequence.  It  lulls  us  into  a  false  sense  of 
security  by  obscuring  the  important  fact  that  the  bank¬ 
ing  industry  has  been  in  a  secular  decline  relative  to 
other  financial  services  for  decades,  a  decline  that 
accelerated  sharply  in  the  1980s  and  a  decline  that  is 
continuing. 

The  Case  for  Modernization 

This  powerful  secular  decline  has  implications  far 
beyond  the  fate  of  banks  and  their  stockholders.  And 
from  these  implications  arise  a  strong  argument  in 
support  of  banking  modernization. 

The  agency  I  head  —  the  Office  of  the  Comptroller  of 
the  Currency  —  has  its  roots  in  a  period  when  banking 
modernization  was  at  issue.  Although  the  national 
banking  system  was  created  in  1863  for  the  immediate 
purpose  of  financing  the  Civil  War,  Secretary  Salmon  P. 
Chase  and  others  grasped  the  opportunity  that  the 
National  Currency  Act  offered  to,  as  we  would  say 
today,  “modernize"  the  banking  system  —  to  restruc¬ 
ture  and  reform  the  banking  system  to  meet,  not  just  the 
immediate  demand  for  government  financing  arising 
from  war,  but  also  the  flaws  and  imperfections  in  the 
system  that  had  vexed  the  public  and  business  for 
decades.  In  the  preceding  years,  communications  and 
technological  improvements  had  moved  the  nation 
toward  the  birth  of  a  national  market.  For  that  promise 
to  be  realized,  however,  changes  had  to  be  made. 
There  was  no  truly  national  currency.  In  creating  a 
national,  and  rational,  banking  system,  Secretary 
Chase  and  his  allies  hastened  and  eased  the  transfor¬ 
mation  of  America  from  an  agricultural  economy  to  a 
mighty  and  wealthy  industrial  power. 

This  little  bit  of  history  I  present  to  you  because  I  find  it 
instructive  on  two  counts. 

First,  while  policy  makers  of  the  1860s  confronted  a 
more  exigent  set  of  circumstances  than  we  face  today, 
it  is  the  case  now,  as  it  was  then,  that  our  financial  policy 
infrastructure  stands  in  need  of  modernization.  Market 


49 


innovations  have  dramatically  outpaced  policy  in¬ 
novations  for  decades  on  end.  Considered  as  a 
whole,  our  financial  system  is  a  confused  jumble  — 
heavily  regulated  in  some  places,  virtually  unregu¬ 
lated  in  others,  serving  many  well,  serving  others 
poorly  indeed. 

As  Comptroller  of  the  Currency,  I  oversee  only  a  portion 
of  that  financial  system,  so  I  can  officially  speak  to  only 
a  part  of  the  problem.  But  it  should  be  clear  to  the  most 
casual  observer  that  modernization  of  the  banking  sys¬ 
tem  cannot  be  carried  out  in  a  vacuum;  it  must  be 
carried  out  in  the  context  of  modernizing  the  financial 
system,  of  which  banking  is  a  part. 

The  second  observation  I  want  to  draw  from  history  is 
perhaps  less  obvious,  but  in  my  judgment  it  is  at  least 
equally  important.  It  is  simply  this:  What  compelled 
financial  modernization  legislation  in  1863  — and  what 
I  believe  will  sooner  or  later  compel  such  legislation 
again  —  was  not  the  narrow  interests  of  financial  ser¬ 
vices  providers,  but  the  broader  interests  of  growth  and 
development  in  the  American  economy. 

This  second  observation  holds  within  it  a  practical 
lesson  for  those  in  the  banking  industry  who  believe,  as 
I  do,  that  the  need  for  financial  modernization  is  urgent. 
The  case  for  modernizing  our  financial  system  cannot 
be  made,  as  too  many  have  tried  to  make  it,  merely  by 
demonstrating  that  banks  are  losing  ground  to  other 
financial  services  providers.  If  vested  interest  were  the 
deciding  factor  in  such  competitive  contests,  the 
government  as  a  matter  of  policy  would  have  assured 
whale-oil  lamp  manufacturers  a  place  alongside  the 
electric  power  industry.  A  demonstration  that  banks  are 
losing  ground  to  other  financial  services  providers 
shows  only  that  the  banking  industry’s  narrow  interests 
are  suffering.  Narrow  interests  should  never  form  the 
basis  for  public  policy. 

Rather,  the  public  interest  should  form  the  basis  of 
public  policy.  The  case  for  modernizing  banking,  and 
thereby  maintaining  a  safe  and  strong  banking  system, 
rests  on  a  demonstration  that  banks  offer  the  general 
public  benefits  that  no  other  institution  can  or  does  — 
a  demonstration  that  banking  uniquely  meets  the  needs 
of  the  American  people  or  the  American  economy. 
When  viewed  from  the  vantage  points  of  the  everyday 
needs  of  ordinary  Americans  and  of  the  broad 
economic  need  of  America,  the  case  for  a  national 
policy  that  seeks  to  preserve  a  vital  banking  industry 
seems  compelling. 

First,  from  the  viewpoints  of  individuals.  It  is  true  that, 
in  recent  decades,  market  finance  has  eroded  the 
market  share  of  depository  institutions.  Everyone  here 
knows  well  the  story 


Does  that  mean  that  individuals  no  longer  need  banks? 
Not  at  all. 

In  the  financial  affairs  of  most  businesses  and  house¬ 
holds,  depository  institutions  still  occupy  center  stage. 
For  a  long  list  of  reasons,  tens  of  millions  of  Americans 
cannot  directly  tap  the  financial  markets  to  meet  their 
needs:  where  they  live,  the  size  of  their  businesses,  a 
lack  of  financial  sophistication  and  so  on.  These  people 
still  need  intermediaries,  they  need  banks,  to  obtain  the 
financial  services:  security  of  savings:  trusted  advice 
on  investments;  a  source  of  credit  for  business, 
whatever. 

As  extraordinary  as  our  financial  markets  are,  banks 
offer  something  to  Main  Street  America  that  markets 
cannot.  Markets  are  driven  by  transactions,  but  bank¬ 
ing  is  driven  by  relationships.  At  their  best,  banks  exist 
within,  and  are  part  of,  the  fabric  of  their  communities. 
At  their  best,  banks  nurture  their  customers,  both  in¬ 
dividuals  and  businesses.  At  their  best,  banks  support 
their  customers  and  their  communities  for  the  long  haul. 
Banks  have  an  important  and  special  role  in  the  financial 
industry  because  banking  is  a  relationship  business. 

Markets  are  about  good  deals,  but  banking  is  about 
safety,  trust,  and  integrity.  This  is  why  I  believe  that 
being  scrupulous  in  terms  of  customer  disclosures  in 
the  mutual  fund  area  is  right  for  both  the  customer  and 
the  industry. 

Second,  the  needs  of  the  economy  also  argue  for 
banking  modernization:  Banks  continue  to  hold  one- 
third  of  the  assets  of  the  financial  system.  We  need  to 
remind  ourselves  that  banks  still  exercise  enormous 
influence  on  our  nation’s  economic  growth  and 
development.  Banks  still  determine  where  economic 
growth  and  development  occurs  and  how  much 
economic  growth  and  development  occurs. 

The  banking  system  may  not  be  the  engine  of  economic 
growth  for  the  economy  that  it  once  was,  but  America’s 
banks  are  still  engines  of  economic  growth.  More  than 
10,000  engines  of  growth,  together  holding  three-and- 
a-half  trillion  dollars  in  assets.  The  better  and  more 
efficiently  those  engines  run,  the  faster  and  larger  the 
economy  grows. 

This  administration  has  dedicated  itself  to  the  cause  of 
economic  growth.  President  Clinton  entered  office 
determined  to  take  the  steps  necessary  to  get 
America’s  economy  moving  again  —  indeed,  the  steps 
necessary  for  the  economy  to  grow  to  meet  its  full 
potential.  That  determination  impresses  on  those  of  us 
who  serve  in  this  administration  an  obligation  to  work, 
on  our  own  and  with  Congress,  to  bring  about  changes 
in  banking  and  other  financial  services  policy  to  bolster 
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economic  growth  and  development  —  solid,  sus¬ 
tainable,  growth  reaching  into  every  corner  of  the 
American  economy. 

The  interests  of  long-term  economic  vitality  demand 
that  we  tend  to  our  economic  infrastructure  and  that  we 
once  again  set  for  ourselves  the  task  of  modernizing 
our  banking  system.  But  what  is  modernization  and  how 
will  we  know  when  we  have  done  it?  "Modernization," 
seriously  considered,  must  mean  more  than  simply 
granting  banks  the  list  of  new  powers  for  which  industry 
representatives  have  lobbied  over  the  last  decade. 
“Modernization"  cannot  be  merely  code  for  things  that 
bankers,  or  at  least  some  bankers,  want. 

Modernization  must  be  defined  from  the  perspective  of 
what  would  benefit  everyone:  taking  the  steps  neces¬ 
sary  to  bring  the  broadest  possible  range  of  financial 
products  and  services,  at  the  most  competitive  pos¬ 
sible  prices,  to  the  widest  array  of  businesses  and 
households  —  in  short,  reforming  policy  to  maximize 
two  objectives:  opportunity  for  individuals,  and 
economic  growth  for  the  nation.  These  two  goals  are 
complementary,  not  exclusive. 

In  my  judgment,  securities  activities,  insurance  ac¬ 
tivities,  and  interstate  branching,  appropriately  struc¬ 
tured,  all  fall  within  the  scope  of  modernization.  In  fact, 
any  financial  activity  could,  as  long  as  the  level  of 
systemic  risk  remains  acceptable,  deposit  insurance 
remains  affordable,  and  the  risk  of  loss  to  the  taxpayer 
remains  remote. 

Reforming  bank  supervision  to  lessen  burden  and  in¬ 
crease  efficiency  as  well  as  to  better  understand  and 
better  supervise  the  real  activities  of  banks,  not  just  the 
activities  in  which  banks  have  traditionally  engaged,  is 
also  modernization. 

And  enforcement  of  equal  opportunity  is  modern¬ 
ization,  insofar  as  it  brings  the  benefits  of  the  financial 
system  more  fully  to  individuals  who  have  been  denied 
the  ability  to  meet  their  economic  potential  for  wholly 
noneconomic  reasons. 


Consolidation  of  the  bank  regulatory  agencies  is  also 
modernization,  in  that  it  will  allow  banks  to  redirect 
some  of  the  resources  they  now  use  to  meet  duplicative 
regulatory  requirements  to  more  productive  uses,  and 
thus  to  expanding  economic  growth.  The  adminis¬ 
tration's  proposal  to  fold  the  regulatory  authority  now 
parcelled  out  to  four  agencies  into  one  new  Federal 
Banking  Commission  is  founded  on  the  simple  premise 
that,  compared  with  the  system  we  now  have,  one  bank 
supervisor  offers  the  American  people  accountability, 
efficiency,  and  effectiveness.  It  is  part  of  the  Clinton 
administration’s  promise  to  get  the  economy  moving  so 
that  all  Americans  would  benefit. 

Conclusion 

Just  as  the  needs  of  the  nation  and  the  economy  led  to 
the  creation  of  the  national  banking  system  130  years 
ago,  our  current  needs  must  bring  about  a  modern 
banking  system.  New  legislation  and  new  regulations 
will  be  needed  to  complete  the  transformation,  but  the 
transformation  is  already  underway. 

In  speaking  before  the  American  Bankers  Association 
30  years  ago,  one  of  my  predecessors,  James  J .  Saxon, 
said:  "The  task  we  face  in  shaping  the  structure  of  our 
banking  system  is  to  provide  the  necessary  latitude  for 
enterprise  and  initiative  in  this  industry.  While  banking 
differs  from  other  industries  with  respect  to  the  degree 
of  reliance  we  place  on  private  initiative,  it  is  alike  in  the 
need  to  preserve  a  spirit  of  dynamism  and  enterprise. 
Only  in  this  way  will  banks  be  able  to  perform  with  the 
highest  effectiveness  the  urgent  responsibilities  which 
lie  ahead  to  serve  and  promote  the  growth  of  our 
economy." 

The  circumstances  have  changed,  but,  fundamentally, 
the  project  is  still  the  same.  For  the  sake  of  our  long¬ 
term  economic  success,  and  for  the  sake  of  our  com¬ 
munities,  we  must  rededicate  ourselves  to  the  task  of 
modernizing  our  financial  system. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  National 
Community  Reinvestment  Coalition,  on  Community  Reinvestment  Act  reform, 
Washington,  DC,  February  7,  1994 


I  see  a  lot  of  familiar  faces  here,  and  for  a  very  good 
reason:  your  singular  involvement  in  Community  Rein¬ 
vestment  Act  reform.  Irvin  Henderson  was  at  the  White 
House  when  President  Clinton  announced  the  goals  of 
the  reform  process.  You  had  representatives  at  each  of 
the  hearings  that  have  shaped  reform  so  far.  In  fact,  at 
one  of  those  hearings  Irvin  Henderson  originated  the 
idea  of  "capture  ratios,”  which  would  later  appear  as 
the  market  share  screen  in  the  administration’s  CRA 
proposal.  You  were  there  every  step  of  the  way.  As  we 
go  forward  I  am  certain  that  your  thoughts  and  your 
words  will  be  as  important  in  shaping  the  outcome  of 
CRA  reform  as  they  were  in  contributing  to  the  form  and 
substance  of  the  administration’s  proposal. 

To  me,  community  reinvestment  is  not  some  vague 
abstraction.  I  know,  not  by  analysis  but  by  personal 
example,  how  important  credit  can  be  in  the  life  of  the 
individual  and  the  community. 

My  father  was  the  son  of  an  immigrant  and  a  son  of  the 
Great  Depression.  He  wanted  something  better  for  his 
family  than  the  hard  times  he  had  known  growing  up. 
He  wanted  to  go  to  medical  school  and  to  practice 
medicine  as  a  country  doctor.  A  bank  made  his  dream 
possible  by  providing  him  with  the  credit  he  needed  to 
get  his  start  in  life.  Not  only  did  he  and  his  family  benefit 
from  this  credit,  so  too  did  the  community  of  York,  Penn¬ 
sylvania,  where  he  practiced.  He  devoted  60  years  of 
service  to  that  community,  through  the  free  medical  clinic 
he  ran  once  a  week  and  in  many  other  ways. 

My  father  had  a  dream  —  an  American  dream  of  taking 
charge  of  his  life,  and  through  hard  work  and  individual 
responsibility,  making  both  a  success  of  himself  and  a 
contribution  to  a  better  society. 

Millions  of  Americans  today  have  the  same  dream, 
Americans  from  both  sides  of  the  tracks.  For  many, 
perhaps  most,  people  in  our  capitalist  society,  access 
to  credit  is  the  key  to  achieving  this  dream.  A  person’s 
ability  to  go  to  school,  to  buy  a  house,  to  start  a 
business,  is  often  determined  by  whether  credit  is 
available.  Further,  by  enabling  borrowers  to  become 
producers,  credit  can  be  the  means  through  which 
people  in  a  capitalist  system  escape  poverty.  Put  simp¬ 
ly:  Credit  is  often  the  hammer  that  allows  people  to  forge 
their  future. 

Credit  is  critical  to  the  workings  of  the  capitalist 
economy.  And  credit  allows  people  outside  the 


mainstream  of  that  economy  to  enter  it.  For  all  of  these 
reasons,  fair  and  equal  access  to  credit  is  in  the  public 
interest. 

The  Administration’s  Program 

President  Clinton  understands  how  important  credit  is 
to  the  well-being  and  the  advancement  of  all 
Americans.  And  he  understands  how  necessary  credit 
is  to  revitalizing  our  cities  and  poor  rural  areas.  He 
recognizes  that  we  have  to  encourage  genuine 
economic  development  if  we  are  to  solve  the  problems 
of  unemployment,  poverty,  and  crime.  Within  days  of 
his  coming  to  office,  we  began  working  together  on  a 
presidential  credit  availability  effort  that  would  remove 
regulatory  obstacles  to  bank  lending.  And  within  days 
of  my  arrival  at  the  OCC,  we  launched  an  aggressive 
effort  on  fair  lending,  an  effort  to  make  equal  credit 
opportunity  a  feature  of  American  banking  as  unexcep¬ 
tional  as  the  checkbook  or  the  vault. 

Further,  over  the  last  year,  the  president  has  launched 
an  ambitious  array  of  policy  initiatives  through  which 
Washington  will  work  in  tandem  with  state  and  local 
governments,  banks  and  other  businesses,  community 
organizations,  and  other  institutions  to  address  our 
problems.  In  these  initiatives,  the  federal  government 
acts  as  a  catalyst  that  brings  about  desired  change. 
And  these  initiatives  often  seek  to  empower  com¬ 
munities  to  solve  their  problems  themselves.  Much 
work  remains  to  be  done  here,  but  we  are  on  our  way. 

Three  of  these  initiatives  directly  promote  economic  growth 
and  development  in  neighborhoods,  communities,  and 
other  localities  where  financial  stimulus  is  needed. 

One,  as  you  know  the  budget  bill  enacted  last  August 
offers  tax  incentives  to  businesses  that  locate  within  the 
nine  “empowerment  zones”  and  95  "enterprise  com¬ 
munities”  the  bill  authorized.  Localities  can  apply  for 
designation  as  an  empowerment  zone  or  an  enterprise 
community.  Two,  legislation  to  fund  Community  Devel¬ 
opment  Financial  Institutions  has  passed  both  the  full 
House  and  the  Senate  Banking  Committee.  And,  three, 
federal  bank  regulators  have  proposed  a  major  reform 
of  the  Community  Reinvestment  Act  regulation,  under 
which  banks  must  address  community  credit  needs. 

These  three  initiatives  are  interrelated  and  mutually 
supportive.  They  are  all  three  ways  of  getting  the  private 
sector  involved  in  addressing  economic  needs. 
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Banks,  for  example,  could  meet  part  of  their  obligations 
under  the  CRA  by  investing  in  CDFIs.  And  CDFIs  could 
interact  with  banks  by  exploring  new  markets  that 
banks  could  help  serve. 

The  Community  Reinvestment  Act 

The  effort  to  reform  the  CRA  has  been  a  daily  concern 
of  mine  for  more  than  six  months.  The  proposed  rule  is 
intended  to  fulfill  a  directive  from  President  Clinton  to 
breathe  new  life  and  new  purpose  into  the  CRA.  Fifteen 
years  ago,  Congress  passed  the  CRA  to  ensure  that 
banks  and  thrifts  served  the  financial  needs  of  their 
entire  communities,  and,  in  particular,  to  help  economi¬ 
cally  empower  persons  of  low  and  moderate  income. 
For  a  number  of  reasons,  however,  the  CRA  never 
achieved  the  full  promise  Congress  had  intended. 

During  the  1 992  presidential  campaign,  Governor  Clin¬ 
ton,  responding  to  the  strong  complaints  of  bankers 
and  community  leaders,  vowed  to  reform  CRA  regula¬ 
tions  to  make  the  law  work.  Following  up  on  his  cam¬ 
paign  pledge,  President  Clinton  last  July  told  us  to 
rethink  the  entire  system  of  regulation  through  which  we 
put  the  CRA  into  effect.  In  December,  we  proposed  our 
reform  package. 

We  crafted  the  reform  package  to  achieve  the  goals  the 
president  established  for  us.  Speaking  on  behalf  of  my 
regulatory  colleagues  as  well  as  for  myself,  we  are 
eager  for  the  public  to  comment  on  the  package.  We 
are  roughly  half  of  the  way  through  the  90-day  comment 
period,  so  there  is  plenty  of  time  left  to  do  so.  We  want 
to  hear  if  we  have  gotten  things  wrong,  if  we  could  do 
a  better  job.  But  we  also  want  to  hear  if  we  have  gotten 
things  right.  We  will  need  positive  reinforcement,  as  well 
as  constructive  criticism,  when  we  craft  the  final  pack¬ 
age  of  reforms. 

As  you  know,  from  the  very  beginning,  we  have  been 
dedicated  to  a  painstaking  process  of  consultation  and 
deliberation  so  the  final  product  would  be  right.  The 
president  gave  us  a  difficult  mission.  We  knew  from  the 
start  that  we  could  not  perform  it  in  a  vacuum.  Before 
we  made  a  single  decision  on  proposing  reform,  we 
turned  to  the  public  for  direction.  We  held  a  series  of 
hearings  throughout  the  country,  in  Washington,  Los 
Angeles,  Albuquerque,  San  Antonio,  Chicago,  New 
York  City,  and  Henderson,  North  Carolina  —  the  most 
extensive  series  of  hearings  ever  held  on  CRA.  We 
heard  more  than  250  witnesses  and  recorded 
thousands  of  pages  of  testimony.  We  walked  through 
South  Central  Los  Angeles  and  a  minority  neighbor¬ 
hood  in  New  York  to  see  with  our  own  eyes  and  to  listen 
with  our  own  ears  to  what  should  be  done.  We  talked 
with  representatives  of  the  Navajo  Nation,  to  bankers 
large  and  small,  to  poor  people  in  rural  America.  What 


we  saw  and  what  we  heard  shaped  the  reform  package 
we  proposed. 

Here  in  Washington,  we  heard  the  Reverend  Charles 
Cummings,  Jr.,  tell  us:  “Low-income  and  minority  com¬ 
munities  here  in  D.C.  are  ravaged  by  a  shortage  of  jobs 
and  of  affordable  housing.  Bank  redlining  has  con¬ 
tributed  to  the  spiral  of  decline  in  our  communities. 
Abandoned  houses,  check-cashing  outlets,  vacant 
lots,  and  boarded-up  store  fronts  are  the  symptoms  of 
a  credit  famine  in  our  neighborhoods.  Community  rein¬ 
vestment  is  not  the  only  solution  to  our  urban  problems, 
but  without  bank  participation,  any  plan  to  turn  things 
around  is  doomed  to  fail.” 

At  the  same  hearing,  we  heard  a  banker  describe  how 
the  current  system  undercut  lenders  that  were  dedicated 
to  achieving  meaningful  community  reinvestment. 

“I  would  like  to  show  you  a  photo,”  she  said,  “and 
believe  it  or  not  it’s  real,  it’s  not  a  staged  picture.  The 
printouts  here  make  up  a  pile  about  20  feet  high  and 
represent  the  quarterly  reports  documenting  just  one 
aspect  of  our  CRA  efforts.  Think  of  the  people  and  the 
resources  that  it  takes  to  produce  those  reports.  Would 
any  of  you  sitting  here  today  wade  through  that  stack 
of  paper  in  order  to  make  a  decision?  I  don’t  think  so. 
And  our  managers,  who  must  balance  the  need  to 
make  community  development  loans  with  all  of  their 
other  responsibilities,  feel  exactly  the  same  way." 

In  Arizona,  Richard  Mike,  a  small  businessman  who  is 
a  member  of  the  Navajo  Nation,  testified  to  his  frustra¬ 
tion  in  obtaining  bank  credit  to  expand  his  operations 
on  the  reservation.  He  was  told  that  a  government 
agency  guarantee  would  be  required  for  such  a  loan. 
Mr.  Mike  stated:  “If  the  Navajo  Nation  and  its  people  are 
to  become  financially  independent,  it  is  essential  that 
they  have  access  to  credit  and  banking  services.  I 
believe  the  U.S. -insured  banks  in  Arizona  have  a  long 
way  to  go  to  meet  the  requirements  of  the  Community 
Reinvestment  Act  when  an  established  businessman 
from  the  Navajo  Nation  is  willing  to  offer  a  high  equity 
loan,  full  personal  guarantees,  waiver  of  sovereign 
immunity  by  the  Navajo  Nation,  liens  on  all  other  assets 
and  properties,  and  still  be  unable  with  a  good  busi¬ 
ness  record,  a  good  location,  and  a  good  financial 
position,  to  secure  any  loan  without  a  government 
guarantee.” 

I  would  also  like  to  briefly  mention  what  Angela  Roberts 
told  us.  Ms.  Roberts  works  with  the  BEC  New  Commun¬ 
ity  Shepherds  Program,  an  organization  in  Brooklyn, 
New  York,  that  provides  counseling  to  credit  applicants. 

Ms.  Roberts  said:  "There  is  no  great  mystery  about  the 
reasons  our  cities  and  rural  areas  are  in  trouble.  Rein- 
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vestment  is  the  key.  Recycle  our  capital  in  part  back 
into  our  communities  so  that  we  can  build  housing  and 
small  businesses  and  we  will  see  the  end  of  guns  and 
drugs  and  an  enormous  decline  to  crime.  Do  that  and 
we  will  see  a  new  American  renaissance.” 

If  that  sounds  moving  coming  from  me,  imagine  how 
moving  it  was  listening  to  her. 

We  regulators  had  a  big  job  to  do.  In  setting  the  goals 
of  reform  last  July,  the  president  could  not  have  been 
clearer.  The  implementation  of  CRA,  he  said,  “has 
focused  too  much  on  documentation  and  process,  and 
not  enough  on  actual  performance.  Banks  complain 
about  excessive  paperwork  and  inconsistent  im¬ 
plementation  of  the  law.  Community  groups  complain 
that  their  communities  remain  unserved,  and  the  CRA 
evaluations  often  fail  to  reflect  actual  community  rein¬ 
vestment  activities.” 

We  were  challenged  to  revise  our  regulatory  approach 
to  reduce  unnecessary  compliance  burdens  and  to 
reward  improved  performance  by  lenders. 

We  were  challenged  to  recognize  the  diversity  of 
lenders,  in  size,  in  the  product  lines  lenders  offer,  and 
the  diversity  of  the  markets  that  lenders  serve.  Our 
regulations  were  to  be  made  flexible  to  address  that 
diversity.  We  were  challenged  to  strengthen  enforce¬ 
ment  of  CRA,  particularly  in  regard  to  lenders  with 
consistently  poor  performance. 

In  our  reform  package,  we  have  tried  to  meet  all  of  those 
goals.  To  provide  clearer  guidance  to  lenders,  the 
reform  package  would  eliminate  the  12  qualitative  as¬ 
sessment  factors  that  appear  in  current  regulation.  It 
would  eliminate  subjective  evaluations  of  minutes, 
meetings,  marketing  efforts,  and  so  forth.  The  proposed 
rule  would  make  significant  reductions  in  regulatory 
burden. 

No  longer  would  lenders  have  to  prepare  CRA  state¬ 
ments,  review  these  statements  annually,  and  note 
these  reviews  in  the  minutes  of  the  board  of  directors 
meetings,  or  justify  the  basis  for  their  community 
delineations,  or  ascertain  community  credit  needs  and 
explain  their  methods  of  doing  so. 

Instead  of  public  relations  or  documentation,  the 
proposal  would  stress  quantitative  measures  of  perfor¬ 
mance:  lending,  service,  and  investment  performance 
—  the  kind  of  performance  you  can  bank  on.  No  longer 
would  a  lender  get  an  "A”  just  for  effort.  Under  the 
proposed  rule,  not  every  institution  would  be  subject  to 
assessment  in  each  measure  of  performance.  Rather, 
the  regulator  would  consider  the  products  and  services 
an  institution  offers  in  its  normal  course  of  business. 


Retail  banks  —  those  that  focus  on  individual  con¬ 
sumers —  would  be  evaluated  primarily  on  their  lending 
performance.  Wholesale  banks  —  those  that  focus  on 
serving  business  —  and  limited  purpose  banks  that  do 
not  engage  in  significant  retail  lending  would  be 
evaluated  primarily  on  their  investments.  In  this  way,  the 
proposal  would  respond  to  the  diversity  of  markets  that 
banks  serve.  The  proposal  would  also  respond  to  the 
range  in  bank  size.  It  would  provide  for  streamlined  but 
rigorous  examinations  of  small  institutions,  while  stress¬ 
ing  that  these  institutions  would  still  be  responsible  for 
helping  to  meet  the  credit  needs  of  their  entire  com¬ 
munities. 

Under  the  proposal,  the  regulators  would  publish  a  list 
of  the  institutions  that  are  scheduled  to  undergo  ex¬ 
aminations  and  the  public  would  be  invited  to  submit 
comments  on  the  CRA  performance  of  any  institution 
on  the  list. 

The  proposed  regulation  would  make  clear  that  a 
lender  found  in  substantial  noncompliance  with  the  law 
would  be  subject  to  formal  enforcement  actions. 

And  we  would  work  together  to  improve  public  access 
to  data  required  by  the  Home  Mortgage  Disclosure  Act 
and  the  proposed  CRA  regulations. 

Conclusion 

In  the  specific  ways  I  have  discussed  the  proposal 
would  meet  the  goals  the  president  set  and  would 
address  the  concerns  and  needs  that  we  heard  ex¬ 
pressed  in  our  public  hearings. 

Let  there  be  no  mistake,  this  is  an  aggressive  proposal. 
It  responds  to  long  and  loud  criticism  of  CRA:  Bankers, 
community  activists,  academic  experts,  members  of 
Congress  and  others  identifying  flaws  in  our  current 
CRA  approach  and  advocating  change. 

The  proposal  would  restructure  the  system  of  evalua¬ 
tion  under  CRA,  because  virtually  everyone  agrees 
that  a  restructuring  is  needed.  The  proposal  would 
judge  lenders  by  what  they  do,  not  by  what  they  say, 
because  virtually  everyone  agrees  that  this  shift  in 
emphasis  is  needed.  Our  proposal  would  allow  dif¬ 
fering  lenders  to  meet  their  CRA  obligations  in  differ¬ 
ing  ways,  because  virtually  everyone  agrees  that  this 
flexibility  is  needed.  This  proposal  is  aggressive  — 
an  aggressive  effort  to  cure  the  problems  in  the 
current  system. 

Is  the  proposal  perfect?  If  it  were,  we  would  not  have 
had  to  put  it  out  for  comment.  Public  comment  is,  and 
is  intended  to  be,  a  stress  test  that  will  reveal  flaws  and 
imperfections. 
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One  problem  has  already  come  to  light:  We  were  not 
sufficiently  clear  in  communicating  several  elements  of 
the  proposal  and  as  a  result  there  has  been  some 
confusion.  I  would  like  to  address  those  elements  briefly 
to  clear  up  that  confusion. 

First  of  all,  there  is  a  misconception  that  small  banks 
are  exempted  from  CRA.  That  is  certainly  not  the  case. 
Under  the  proposal,  small  banks  would  be  subject  to  a 
different  kind  of  examination  from  large  banks  —  one 
that  takes  into  account  the  differences  in  the  way  small 
banks  operate  and  the  size  of  their  portfolios.  But  we 
would  continue  to  examine  small  banks  and  hold  them 
accountable  for  meeting  all  their  CRA  obligations. 

Second,  some  people  have  expressed  concerns  about 
the  60  percent  loan-to-deposit  ratio  that  would  be  ap¬ 
plied  to  small  banks.  They  have  assumed  that,  if  a  small 
bank  did  not  have  60  percent  loans-to-deposits,  it 
would  automatically  receive  a  less  than  satisfactory 
CRA  rating.  That  is  not  true. 

The  60  percent  ratio  is  a  screen,  not  a  test  —  one  of  five 
screens  for  small  banks  in  the  proposal.  If  a  bank  is 
picked  up  by  this  screen,  it  simply  means  that  ex¬ 
aminers  will  take  a  closer  look  at  the  bank’s  loans  in  its 
local  community.  There  may  be  good  reasons  for  the 
lower  ratio.  For  example,  it  is  certainly  understandable 
that  a  local  recession  might  translate  into  all  banks  in  a 
community  dropping  below  a  60  percent  loan-to- 
deposit  ratio.  If  that  is  the  case,  the  banks’  lending  may 
well  be  satisfactory. 

Incidentally,  some  people  have  asked  the  source  of  that 
60  percent  ratio.  It  is  nothing  more  than  the  median 
loan-to-deposit  ratio  for  all  banks  with  less  than  $250 
million  in  assets.  That  means  that  at  least  half  of  all  small 


banks  will  pass  this  screen  (though  passing  this  screen 
will  not  alone  ensure  a  satisfactory  rating).  I  hope  we 
will  get  comments  on  whether  that  is  the  correct  ratio  or 
whether  we  should  adopt  a  more  appropriate  standard. 
Third,  there  has  been  some  confusion  about  the  market 
share  provisions  —  the  outgrowth  of  Mr.  Henderson’s 
capture  ratios  —  in  the  proposed  rule.  Again,  let  me 
emphasize  that  this  is  a  screen,  not  a  test.  If  a  bank 
does  not  make  it  through  the  screen,  that  does  not 
mean  it  will  automatically  receive  a  poor  CRA  rating. 
This  screen  tells  our  examiners  the  institution  needs  a 
closer  look,  that  there  may  be  a  problem. 

A  final  point  of  confusion  is  the  notion  that  the  proposal 
would  create  a  self-contained,  stand-alone  compliance 
system  and  that  once  the  final  rule  is  in  place,  nothing 
more  will  need  to  be  done.  Not  true.  After  the  rule  is  in 
place  we  will  need  to  write  detailed  examination  proce¬ 
dures  and  develop  examiner  training  to  ensure  consis¬ 
tent  application  of  CRA  requirements.  We  will  need  to 
address  managerial  and  day-to-day  problems.  We  will 
need  to  establish  procedures  to  govern  a  range  of 
activities  from  approving  CRA  plans  to  collecting  and 
analyzing  data.  And  we  will. 

Public  comments  are  an  essential  part  of  rulemaking. 
Already,  comments  on  our  proposed  CRA  rule  have 
highlighted  points  that  need  clarification  or  a  second 
look.  As  we  go  forward,  the  regulators  will  continue  to 
listen  to  the  voice  of  the  public  and  respond  to  it.  In 
doing  so,  we  will  assure  that  CRA  reform  will  address 
the  flaws  of  the  current  system,  that  CRA  reform  will 
establish  a  reasonable  and  productive  process  that  will 
endure  for  many  years  to  come,  and  that  CRA  reform 
will  contribute  significantly  to  the  efforts  of  the  Clinton 
administration  to  increase  economic  opportunity  for 
everyone  in  our  nation. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  OCC 
Northeast  District  Meeting,  on  changes  in  the  banking  industry  and  bank 
supervision,  Weehawken,  New  Jersey,  February  14, 1994 


Karen  Wilson  asked  me  to  come  in  today  and  speak 
frankly  with  you  about  what  I  think  works  and  what  I  think 
does  not  work  so  well  here  at  the  OCC,  and  that  is  what 
I  am  going  to  try  to  do.  Some  of  the  things  I  am  going 
to  say  may  sound  somewhat  critical  of  our  operation, 
but  I  do  not  offer  them  in  a  spirit  of  criticism,  and 
certainly  not  as  criticism  of  the  OCC's  outstanding  staff. 

During  my  not  quite  one  year  on  the  job,  several 
aspects  of  the  OCC  have  deeply  impressed  me,  but 
nothing  has  impressed  me  more  than  our  people.  I  am 
not  an  old  hand  at  government,  but  in  the  past  year  I 
have  had  occasion  to  see  OCC  people  at  work  in  a  wide 
variety  of  contexts. 

I  have  heard  others  compare  our  people  with  the  staff 
of  many  other  agencies  and  departments  of  the  govern¬ 
ment,  and  I  have  had  opportunities  to  make  those 
comparisons  myself.  I  firmly  believe  that  for  sheer  intel¬ 
ligence,  competence,  dedication,  and  energy,  our 
operation  is  second  to  none.  I  am  proud  to  be  as¬ 
sociated  with  all  of  you  and  with  your  colleagues 
throughout  the  agency. 

As  we  all  know,  the  banking  system  is  in  the  midst  of 
some  fundamental  changes.  There  are  a  lot  of  different 
kinds  of  changes  going  on,  and  they  have  implications 
for  both  the  organizational  structure  of  the  OCC  and  its 
supervisory  policies  and  practices. 

In  a  moment,  I  am  going  to  describe  the  challenge  that 
I  see  posed  by  new  products  and  services.  But  let  me 
first  talk  about  what  I  think  is  probably  the  biggest 
challenge  of  all.  I  think  the  most  dramatic  change,  and 
the  one  that  is  probably  destined  to  have  the  greatest 
impact  on  the  OCC  organizationally,  grows  out  of  the 
banking  industry’s  trend  toward  consolidation.  Before 
our  eyes,  the  banking  industry  is  transforming  itself 
from  an  industry  comprised  largely  of  locally  based, 
independent  banks,  to  an  industry  in  which  the  vast 
majority  of  assets  is  held  by  bank  holding  companies 
with  operations  spanning  large  regions  of  the  country. 
We  are  now  beginning  to  see  the  emergence  of  banking 
organizations  whose  operations  are  truly  national  in 
scope. 

I  believe  this  consolidation  trend  poses  a  serious  chal¬ 
lenge  for  our  organizational  structure.  As  you  know,  that 
structure  divides  the  nation  into  six  geographic  regions. 
Within  each  of  these  regions,  the  OCC’s  district  offices 
enjoy  a  great  deal  of  autonomy.  Examiners  in  each  of 


those  districts  may  have  very  different  approaches  to 
the  same  issues.  And  the  differences  are  not  just  in  the 
examination  process  itself.  Each  of  the  districts  has  had 
a  fair  amount  of  latitude  to  experiment  with  new  super¬ 
vision  policies.  Each  approaches  its  industry  outreach 
responsibilities  a  bit  differently.  And  so  on.  I  know  many 
of  you  have  worked  in  more  than  one  district,  so  what  I 
am  saying  is  hardly  news  to  you. 

This  kind  of  divergence  across  districts  has  some 
benefits.  For  one  thing,  it  can  be  a  tremendous  source 
of  new  ideas  and  intellectual  vitality.  But  as  consolida¬ 
tion  in  the  industry  expands  the  scope  of  industry 
operations  ever  more  across  district  lines,  the  industry 
is  going  to  view  district  divergences  less  and  less  as  a 
helpful  source  of  creativity  and  more  and  more  as  a  cause 
of  inconsistency,  inequity,  and  regulatory  burden. 

Think  how  the  OCC’s  supervisory  operations  would  look 
to  a  banking  organization  with  major  operations  in  New 
York,  Chicago,  Dallas,  Miami,  and  Los  Angeles. 

Ouite  frankly,  the  district  structure  we  have  today  may 
reflect  what  banking  has  been,  but  it  does  not  reflect 
what  banking  is  already  becoming.  Over  the  months 
and  years  ahead,  the  OCC,  and,  I  daresay,  the  entire 
federal  bank  regulatory  apparatus,  is  going  to  need  to 
look  hard  at  the  issue  of  regional  inconsistencies.  We 
are  going  to  have  to  examine  our  current  organizational 
structure  and  think  carefully  about  how  to  preserve  the 
benefits  it  gives  us  while  we  make  the  transition  toward 
a  structure  that  gives  the  industry  coast-to-coast  con¬ 
sistency  in  supervisory  policy  and  examiner  practice. 

Let  me  now  leave  the  subject  of  organizational  challen¬ 
ges  and  move  to  the  challenge  that  the  growth  of  new 
products  and  services  poses  for  the  OCC  in  the  area 
of  supervisory  practice.  Here,  the  challenge  is  not 
especially  new:  evolution  in  the  banking  industry  has 
posed  a  continuing  operational,  managerial,  and  con¬ 
ceptual  challenge  to  the  OCC  since  its  founding.  But 
the  pace  of  innovation  in  the  industry  is  today  greater 
than  ever  before,  and  the  burden  of  meeting  these 
challenges  therefore  may  press  a  bit  harder  on  us  than 
on  our  predecessors. 

Let  me  be  clear,  again,  that  I  do  not  believe  meeting 
this  challenge  necessarily  requires  wholesale  organi¬ 
zational  transformations.  Lending  is  still  the  core  of  the 
banking  business.  And  as  long  as  it  remains  so,  the 
core  of  our  examination  process  is  going  to  involve 
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reviewing,  and  when  necessary,  criticizing,  loan 
portfolios. 

But  as  the  business  of  banking  expands  steadily  to 
include  an  increasing  array  of  nonlending  activities,  we 
need  to  carefully  consider  how  the  business  of  bank 
supervision  needs  to  expand  along  with  it.  Today,  banks 
are  making  a  third  of  their  income  from  fees.  Let  me 
repeat  that,  because  it  is  important  and  it  is  a  big 
change:  today,  banks  are  making  a  third  of  their  income 
from  fees.  An  increasing  percentage  of  these  fees 
derives  from  nontraditional  activities. 

To  be  sure,  many  of  these  nontraditional  activities  pose 
little  or  no  safety  and  soundness  risk,  and  that  is  why 
federal  bank  regulators  have  allowed  banks  to  get  into 
them.  But  I  am  not  persuaded  that,  as  a  supervisory 
matter,  we  can  therefore  afford  to  ignore  the  growth  in 
nontraditional  activities.  First,  some  of  these  activities 
raise  important  consumer  protection  issues. 

Second,  and  I  think  even  more  important,  if  we  allow 
our  supervisory  focus  to  remain  rather  narrowly  trained 
on  traditional  activities,  we  run  the  risk  that,  as  banks 
move  increasingly  into  nontraditional  activities,  we  as 
supervisors  will  simply  understand  less  and  less  about 
the  business  we  supervise.  Less  about  where  its  earn¬ 
ings  come  from.  Less  about  the  stability  of  its  earnings. 
Less  about  its  future. 

I  do  not  think  we  can  afford  to  let  our  regulatory  and 
supervisory  system  lose  touch  with  the  banking  in¬ 
dustry  in  this  way. 

Now  having  described  these  challenges,  let  me 
describe  some  of  the  things  we  are  trying  to  do  to  meet 
them.  First,  I  have  asked  a  number  of  our  top 
policymakers  to  think  hard  about  how  we  need  to  alter 
both  the  practices  and  policies  of  bank  supervision.  We 
are  moving  strategic  thinking  about  bank  supervision 
to  the  forefront  of  what  we  in  Washington  do.  Steve 
Steinbrink,  Susan  Krause,  Bob  Klinzing,  David  Apgar, 
Doug  Harris,  Konrad  Alt  —  all  in  different  ways  —  are 
deeply  involved  in  this  exercise.  Karen  Wilson  will  soon 
be  coming  to  Washington  for  a  while  to  get  a  bit  more 
deeply  involved  in  the  exercise  as  well. 

By  launching  a  number  of  different  but  related  and,  in 
some  cases,  even  overlapping  projects,  my  hope  has 
been  to  stimulate  some  hard  thinking  and  some 
genuine  intellectual  ferment  about  the  broad  direction 
of  bank  supervision. 

Let  me  give  you  a  few  examples  of  the  kinds  of  things 
we  are  working  on  in  this  area.  Different  projects  are 
underway  in  both  the  Multinational  Banking  Depart¬ 
ment  and  Economics,  both  attempting  to  develop  early 


warning  models.  We  are  studying  the  ways  in  which 
banks  model  their  own  risks.  We  are  studying  bank 
supervision  practices  in  five  foreign  countries,  trying  to 
identify  what  we  can  learn  from  them.  We  are  reviewing 
our  approaches  to  supervising  concentration  risk.  I  ex¬ 
pect  to  see  a  number  of  specific  recommendations  grow 
out  of  these  and  other  projects  in  the  months  ahead. 

Second,  we  are  bringing  a  variety  of  nontraditional 
banking  activities  into  closer  supervisory  focus.  We 
have  new  guidelines  on  mutual  fund  activities,  and 
within  the  next  few  days  will  have  new  examiner 
guidance  to  go  with  it.  Linder  Doug  Ha'rris’  direction,  we 
have  also  developed  new  industry  guidance  on  deriva¬ 
tives.  We  will  begin  field  testing  examiner  guidance  to 
go  with  it  next  week  and  hope  to  finalize  our  examiner 
guidance  on  derivatives  later  this  spring. 

We  are  also  working  to  develop  new  supervisory 
programs  that  address  the  specific  needs  of  specific 
industry  segments.  For  example,  as  some  of  you  may 
know,  we  are  implementing  a  new  large  bank  super¬ 
vision  program.  Over  the  years,  many  of  our  largest 
banks  have  taken  on  a  range  of  new  and  different  risks, 
such  as  market  risk,  in  addition  to  the  lending  risks  they 
have  always  taken.  In  examining  loans  and  testing 
controls  we  addressed,  and  we  continue  to  address, 
the  financial  risks,  but  as  the  other  types  of  risks  have 
grown  increasingly  complex,  we  have  begun  to  see  a 
need  to  address  them,  too. 

The  new  large  bank  supervision  program  we  have 
developed  is  designed  to  address  all  the  risks  large 
banks  take.  Under  the  program,  we  will  attempt  to 
develop  a  risk  profile  for  each  institution  based  on  all 
the  risks  it  takes  on.  We  will  then  try  to  determine 
whether  the  risks  are  appropriate,  given  the  institution's 
resources,  and  whether  the  controls  the  institution  has 
in  place  are  appropriate  to  the  risks.  Over  time,  we  hope 
to  fine-tune  these  risk  profiles  to  the  point  where  we  can 
compare  them  one  to  another,  just  as  we  compare 
return  on  assets  for  different  institutions  today. 

I  am  also  determined  to  do  more  to  integrate  economic 
analysis  into  our  supervisory  practice.  For  years,  we 
have  told  banks  that  they  must  formally  factor  the 
condition  of  the  economy  —  locally,  nationally,  interna¬ 
tionally  —  into  their  business  plans.  But  we  also  need 
to  refine  and  systematize  our  own  efforts  to  factor 
economic  conditions  and  economic  analysis  into  our 
supervisory  strategies.  Because,  as  we  all  know, 
economic  circumstances  have  a  tremendous  bearing 
on  the  relative  riskiness  or  safety  of  particular  bank 
practices  and  activities. 

To  do  this  well,  I  believe  we  will  need  to  develop  MIS 
systems  that  can  merge  the  supervisory  data  collected 
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by  examiners  with  the  condition  data  reported  by  banks 
and  other  economic  data  to  facilitate  economically 
rigorous  analysis. 

Not  only  will  this  kind  of  integrated  system  allow  us  to 
improve  our  tailoring  of  supervisory  strategies  to 
economic  circumstances,  I  believe  it  will  also  give  us  a 
much  better  handle  on  the  information  we  need  to  focus 
on  systemic  risk. 

To  date,  our  approach  to  systemic  risk  has  been  ad  hoc 
and  crisis-driven.  We  need  to  work  together  to  change 
that.  A  formal  program  to  address  systemic  risk  is  essen¬ 
tial  to  restoring  strategic  thinking  to  bank  supervision. 

These  are  important  challenges.  Meeting  them  will 
require  a  lot  of  hard  thinking  and  a  lot  of  hard  work.  But 
these  challenges  are  not  insurmountable.  I  know  from 
personal  experience  that  no  agency  in  the  federal 
government  has  a  staff  that  works  harder,  is  more 
capable,  or  is  more  dedicated  to  the  public  interest  than 
the  staff  of  the  OCC. 

I  do  not  have  to  tell  you  this.  As  field  managers  and 
examiners-in-charge,  each  and  every  one  of  you  knows 


it  through  your  personal  experience,  too.  There  is  no 
group  of  government  employees  —  indeed,  no  group 
of  people  in  or  out  of  government  —  with  whom  I  would 
rather  face  these  challenges  than  the  staff  of  the  OCC. 
All  of  you  here  today  have  seen  many  changes  in 
banking,  and  bank  supervision,  over  your  careers.  I  am 
sure  many  of  you  would  agree  that  a  sea  change  in  both 
occurred  in  the  summer  of  1982:  Drysdale  Government 
Securities  defaulted,  Penn  Square  Bank  failed,  and 
Mexico  announced  that  it  could  not  make  impending 
loan  payments,  thus  setting  off  the  LDC  debt  crisis.  The 
banking  industry  that  had  seemed  so  solid  suddenly 
seemed  beset  with  problems.  And  more  problems  — 
many  more  —  were  to  come. 

Since  then  we  have  learned,  through  a  difficult  and 
expensive  education,  that  when  the  world  and  our 
vision  of  the  world  become  too  far  separated,  we  invite 
disaster.  The  only  way  to  prevent  that  separation  from 
occurring  is  to  make  a  constant  effort  to  be  aware  of 
what  is  going  on  in  the  world.  The  changes  in  bank 
supervision  I  have  talked  about  today  will,  in  one  way 
or  another,  contribute  to  that  effort.  More  changes  are 
to  come. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Independent  Bankers  Association  of  America,  on  community  banking,  Orlando, 
Florida,  February  18,  1994 


Let  me  tell  you  about  an  early  event  in  my  life  that 
colored  my  attitude  toward  community  banking.  When 
I  was  a  boy  in  York,  Pennsylvania,  I  went  with  my  father, 
a  doctor,  to  the  bank  to  apply  for  a  loan  to  move  the 
location  of  his  practice.  The  banker  granted  the  loan, 
but  he  also  gave  my  father,  an  overworked  country 
doctor  too  busy  to  take  much  interest  in  the  business 
side  of  his  practice,  some  advice  on  putting  his  finan¬ 
cial  house  in  order.  Over  the  years,  that  advice  proved 
far  more  valuable  than  the  money  did.  That  advice  was 
unsolicited.  No  law  or  regulation  compelled  the  banker 
to  give  it,  and  the  bank  received  no  fee  for  it. 

My  father  was  not  a  particularly  large  customer  of  the 
bank.  He  was  not  a  factory  owner.  He  was  not  a  leading 
merchant.  He  was  just  a  regular  customer.  But  to  this 
banker  there  was  no  such  thing  as  “just  a  customer.” 
Just  as  —  to  my  father  —  there  was  no  such  thing  as 
"just  a  patient.” 

When  you  banked  with  my  father’s  banker,  all  of  his 
experience  and  expertise  was  at  your  service. 

Service  is  key  to  community  banking:  service  to  the 
customer  and  service  to  the  community.  In  community 
banking,  your  customer  is  your  neighbor  and  your  market 
is  your  neighborhood.  Sometimes  that  makes  your  job 
easier.  Sometimes  it  makes  your  job  harder.  Most  of  the 
time  it  makes  it  different  from  the  type  of  banking  that 
revolves  around  computer  printouts  and  faxes. 

It  is  one  thing  to  look  at  a  financial  statement  in  deciding 
to  make  a  loan.  It  is  another  thing  to  look  into  a 
customer’s  eyes  while  making  that  decision. 

Most  of  you,  I  am  sure,  conduct  your  business  the  same 
way  community  banks  have  for  generations  —  that  is 
to  say,  with  care  and  concern  —  as  partners  to  your 
business  customers  —  and  as  the  guardians  of  your 
stockholders’  investments.  Your  care  and  concern 
clearly  shape  the  economic  growth  and  development 
of  your  communities. 

Community  banks  are  different  from  other  banks  in  the 
industry,  and  not  just  in  size.  I  think  Bill  Zimmerman,  a 
former  editor  of  American  Banker,  said  it  best  when  he 
observed  that  community  banks  do  not  just  serve  small 
businesses,  they  are  small  businesses. 

As  small  businesses,  community  banks  are  entre¬ 
preneurial.  And  community  banks  are  lean  operations. 


You  cannot  operate  as  a  bureaucracy  and  survive.  You 
do  not  have  a  lot  of  institutional  fat  to  absorb  new  costs. 
They  go  straight  to  your  bottom  line.  I  know  that. 

The  Administration’s  Views 

This  administration  recognizes  the  characteristics,  and 
the  strengths,  that  make  community  banks  different 
from  the  rest  of  the  banking  industry.  In  the  president’s 
home  state  of  Arkansas,  community  banking  is  very 
much  alive:  232  of  the  258  banks  in  Arkansas  have 
assets  of  less  than  $200  million. 

This  administration  wants  all  banks  to  be  engines  of 
growth  for  our  economy,  and  we  want  to  do  what  we 
can  to  make  that  happen. 

For  community  banks,  that  not  only  means  recognizing 
your  differences,  it  means  addressing  them  so  that  you 
can  do  what  you  were  brought  into  the  world  to  do:  to 
make  loans,  to  advise  customers,  to  build  communities. 

We  are  working  hard  to  address  your  differences.  Let 
me  give  you  a  case  in  point:  One  of  the  first  develop¬ 
ments  in  this  administration  was  a  regulatory  relief 
program  aimed  at  making  credit  more  available.  That 
program  was  intended  to  make  it  easier  for  you,  and 
bankers  like  you,  to  make  good  loans.  At  its  heart  was 
the  recognition  that  community  bankers  make  charac¬ 
ter  loans.  Making  character  loans  is  your  business,  a 
business  in  which  most  community  bankers  excel. 

Today  I  want  to  talk  with  you  about  another  area  in  safety 
and  soundness  supervision  where  we  are  recognizing 
and  addressing  the  distinct  features  of  the  community 
bank.  For  years  you  have  been  telling  Washington  that 
the  ever-increasing  paperwork  and  process  require¬ 
ments  of  supervision  —  the  policies  and  procedures 
requirements  —  are  killing  you. 

Who  can  deny  it? 

To  choose  an  easily  measurable  example,  since  1984  the 
maximum  number  of  call  report  items  for  banks  with 
assets  from  $100  million  to  $300  million  has  more  than 
doubled  —  from  375  items  to  790.  For  banks  with  less 
than  $100  million,  the  maximum  number  of  call  report 
items  has  also  more  than  doubled  —  from  320  items  to 
762. 

That  puts  a  strain  on  you. 
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The  banks  that  are  members  of  this  association  have, 
on  average,  26  people  working  for  them.  I  understand 
full  well  that  for  institutions  with  a  small  staff,  each 
additional  call  report  item,  like  every  other  additional 
regulatory  requirement,  means  somebody  in  your  in¬ 
stitution  has  to  spend  more  time  filling  out  forms, 
gathering  data,  or  developing  and  operating  informa¬ 
tion  and  control  systems.  And  I  know  very  well  that 
every  hour  that  somebody  spends  on  those  require¬ 
ments  is  an  hour  they  cannot  spend  adding  to  your 
bottom  line. 

Now,  I  do  not  want  to  stand  here  and  say  that  every  hour 
invested  in  regulatory  compliance  is  a  waste.  Some  of 
you  may  believe  that.  I  do  not.  But  I  do  believe  that  we 
are  wasting  too  many  resources  on  regulatory  com¬ 
pliance  when  we  needlessly  impose  on  community 
banks  those  reporting  requirements  and  those  policies 
and  those  systems  approaches  that  are  geared  to 
larger  institutions  with  wider-ranging  activities. 

There  are  qualitative,  as  well  as  quantitative,  differen¬ 
ces  between  a  community  bank  in  York,  Pennsylvania, 
and  a  giant  bank  in  New  York  City.  The  sooner  we  tailor 
supervision  to  those  differences,  the  better. 

Let  me  give  you  a  small,  real-world  example  of  how 
there  can  be  a  breakdown  in  supervision  for  small 
banks.  Last  week  I  learned  that  one  of  our  examiners 
had  criticized  a  bank  for  failing  to  have  a  policy  on 
branch  closings.  I  am  sure  that  somewhere  in  our 
supervision  guidelines  we  tell  our  examiners  to  review 
a  bank's  branch  closing  policy  and  criticize  the  bank  if 
it  does  not  have  one.  I  am  sure,  because  it  is  a  matter 
of  law  that  banks  have  such  policies. 

In  this  case,  however,  the  failure  of  the  bank  to  have  a 
branch  closing  policy  was  understandable:  It  did  not 
have  any  branches. 

I  am  not  criticizing  our  examiner  in  this  case.  An  ex¬ 
aminer  has  to  do  what  the  rules  tell  him  or  her  to  do. 
The  problem  was  that  we  told  our  examiner  to  do 
something  that  did  not  make  any  sense. 

We  are  fixing  that  problem,  and  a  lot  of  others  that  result 
in  equally  nonsensical  treatment  of  small  banks.  Things 
are  changing  at  the  OCC,  and  the  changes  are  starting 
with  our  examination  process. 

Let  me  tell  you  about  some  of  those  changes  we  have 
under  consideration. 

Changes  in  Small  Bank  Examination 

When  the  OCC  examines  a  bank  today,  we  focus  on  the 
quality  of  bank  management.  Our  premise  for  many 


years  has  been  that  the  safety  and  soundness  of  a  bank 
relates  directly  to  the  quality  of  its  management. 

How  do  we  judge  the  quality  of  bank  management? 

One  key  way  is  by  insisting  that  a  bank  have  policies, 
procedures,  and  information  and  control  systems  for  all 
of  its  business  activities.  And  that  the  bank’s  decision¬ 
makers  use  these  managerial  tools. 

The  ultimate  goal  of  this  approach  is  to  create  a 
managerial  process  so  advanced  and  so  sophisticated 
that  no  significant  problem  can  arise,  and,  if  one  slips 
through,  it  is  nipped  in  the  bud. 

This  approach  makes  use  of  a  lot  of  resources  —  ours 
and  the  banks.  Our  examiners  review,  not  only  credit 
quality,  as  we  always  have,  but  also  policies,  proce¬ 
dures,  and  information  and  control  systems. 

Now  this  approach  makes  sense  for  large  institutions. 
Large  institutions  have  the  potential  to  make  large 
mistakes,  mistakes  that  can  pose  systemic  risk.  We  all 
suffer  when  a  large  mistake  reverberates  through  the 
economy.  But  I  seriously  question  the  extent  to  which 
this  approach  makes  sense  for  community  banks. 

The  goal  of  protecting  the  economy  from  systemic  risk 
simply  does  not  demand  that  we  make  absolutely  sure, 
regardless  of  the  cost,  that  no  community  bank 
anywhere  ever  has  a  problem.  I  believe  we  can  evalu¬ 
ate  a  community  bank’s  management  quality  to  a 
reasonable  level  of  accuracy  without  routine  stress 
testing  of  its  full  panoply  of  management  systems.  I 
think  we  may  be  able  to  do  that  by  focusing  on  a 
community  bank's  performance,  and  where  perfor¬ 
mance  meets  sufficiently  high  standards,  go  no  further 
in  the  examination  process. 

Now  I  want  to  emphasize  that  what  I  am  saying  is  no 
hollow  promise.  The  streamlined  examination  I  have 
just  described  is  one  of  the  approaches  we  are  con¬ 
sidering  using  for  small  banks  in  the  future.  In  fact,  we 
are  already  testing  small  bank  procedures  in  each  of 
our  six  districts  that  establish  an  examination  regimen 
focused  on  performance,  noton  policy  or  procedures. 

As  we  envision  it,  if  our  tests  prove  successful,  we 
would  move  to  a  system  in  which  small  community 
banks  would  receive  a  performance-based,  stream¬ 
lined  examination  once  a  year,  as  required  by  law,  if 
they  remain  in  stable  financial  condition,  with  stable 
management.  The  core  of  the  examination  would  be  a 
review  of  loan  performance.  If  that  performance  is 
good,  then  we  would  not  consider  it  necessary  to  delve 
into  a  more  detailed  management  assessment.  Be¬ 
tween  annual  examinations,  we  would  monitor  call 
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reports  to  identify  changes  in  financial  condition.  A 
change  in  control,  a  change  in  management,  a  change 
in  the  financial  condition  of  the  institution  as  reflected 
in  the  call  report,  or  a  significant  shift  in  activities  would 
trigger  a  special,  more  intensive  examination. 

Let  me  emphasize  that  if  we  go  down  this  road,  the 
streamlined  examination  would  apply  only  to  typical 
community  banks  serving  the  traditional  loan  and 
deposit  needs  of  their  communities.  The  failure  of  Penn 
Square  1 2  years  ago  taught  us  that  institutions  that  look 
like  community  banks  from  the  outside  are  sometimes 
really  quite  different  under  the  surface.  We  will  never 
forget  that  lesson.  We  will  always  be  on  guard  for 
anomalies. 

Conclusion 

This  change  we  are  considering  in  the  way  we  examine 
community  banks  is  only  a  beginning.  It  is  an  install¬ 
ment  payment  on  the  promise  of  the  Clinton  administra¬ 
tion  to  keep  the  American  economy  moving.  As  we  go 
forward,  I  want  the  OCC  continually  to  be  making 


improvements  in  its  system,  improvements  for  banking 
in  general,  but  also  for  community  banking  in  particular. 

I  promise  you  this:  Community  banks  have  a  clear  place 
in  this  administration's  vision  of  the  financial  system  and 
the  economy,  and  it  is  by  no  means  last  place. 

In  thousands  of  communities  across  the  country,  you 
bridge  the  gap  between  great  ideas  and  grand  open¬ 
ings.  To  tens  of  thousands  of  small  business  owners, 
you  are  the  difference  between  having  a  going  concern 
and  a  going-out-of-business  sale.  Those  communities 
are  important  to  us.  Those  small  businesses  are  impor¬ 
tant  to  us.  Because  we  want  to  keep  those  communities 
and  those  small  businesses  going  and  growing,  you  are 
important  to  us. 

Now  some  people  today  look  at  the  community  bank 
and  see,  or  say  that  they  see,  only  a  relic  of  a  bygone 
era.  They  are  wrong.  In  the  Clinton  administration  when 
we  look  at  the  community  bank  we  see  an  important 
contributor  to  the  American  economy  of  today  —  and 
tomorrow.  And  I  assure  you  that  we  will  act  accordingly. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Senate 
Committee  on  Banking,  Housing,  and  Urban  Affairs,  on  regulatory  consolidation, 
Washington,  DC,  March  2,  1994 


We  face  a  serious  governmental  and  national  problem 
that  cries  out  for  a  prompt  solution.  Our  system  of 
multiple  federal  supervisors  for  banks  and  thrifts  failed 
us  when  we  most  needed  it,  as  evidenced  by  the 
massive  wave  of  bank  and  thrift  failures  in  the  1980s 
and  the  ensuing  credit  crunch  that  contributed  to  the 
severity  of  the  last  recession.  The  cost  to  the  American 
economy  runs  in  the  tens  of  billions  of  dollars.  When  put 
to  another  test,  I  fear  that  our  supervisory  system  might 
well  fail  us  again,  at  possibly  an  even  greater  cost. 

We  can  better  see  why  our  supervisory  system  failed 
us  by  taking  a  closer  look  at  how  it  threatens  the 
long-run  viability  of  banks  and  thrifts.  Multiple  super¬ 
visors  have  saddled  those  institutions  with  reporting 
and  regulatory  requirements  that  have  been  needlessly 
late  and  confusingly  different  and  with  supervisory 
requirements  that  are  needlessly  duplicative.  Despite 
that  duplication,  we  do  not  examine  banks  and  thrifts 
as  integral  parts  of  the  basic  holding  company  that 
owns  them.  Consequently,  there  is  always  the  danger 
in  holding  companies  of  a  supervisory  issue  falling 
between  the  cracks. 

The  current  supervisory  structure  also  permits  super¬ 
visors  to  avoid  accountability  for  their  actions.  As  mat¬ 
ters  now  stand,  it  is  never  entirely  clear  which  agency 
is  responsible  for  problems  created  by  faulty,  or  overly 
burdensome,  or  late  regulation.  That  means  that  the 
Congress,  the  public,  and  depository  institutions  them¬ 
selves  can  never  be  certain  which  agency  to  contact 
to  address  problems  created  by  a  particular  regula¬ 
tion. 

These  are  not  just  my  concerns.  Over  the  years,  many 
have  tried  to  warn  us  about  these  flaws.  Study  after 
study,  by  the  Congress,  by  several  administrations  of 
both  parties,  and  by  a  series  of  independent  commis¬ 
sions,  have  documented  them.  A  large  number  of 
senators,  representatives,  and  federal  supervisors 
clearly  believe  that  structural  flaws  in  our  supervisory 
system  severely  threaten  effective  supervision.  This  is 
not  a  partisan  issue. 

Although  some  of  my  colleagues  in  the  supervisory 
community  have  other  views,  I  believe  the  best  way  to 
secure  these  benefits  is  to  follow  the  approach  in  the 
Senate,  House,  and  administration  bills  —  combine  all 
federal  supervisory  authority  over  banks  and  thrifts  in  a 
single,  independent  federal  agency. 


With  a  single  federal  supervisor  —  a  Federal  Banking 
Commission  (FBC)  —  we  will  have: 

•  accountability; 

•  a  more  efficient  decision-making  process; 
and 

•  more  consistent  supervision. 

The  reform  proposals  we  are  discussing  today  will  also 
preserve  and  enhance  both  the  dual  banking  system 
and  the  strength  and  independence  of  the  FDIC  and 
the  Federal  Reserve. 

Under  the  single,  federal  supervisor  envisioned  by  the 
administration,  state  supervisors  would  retain  the  rights 
and  authorities  they  have  today  and  remain  the  primary 
supervisor  of  the  banks  that  they  charter.  In  qualifying 
states,  the  FBC  would  not  duplicate  examinations  of 
small,  well-run  institutions  conducted  by  state 
authorities. 

The  FDIC  would  continue  to  be  the  federal  insurer  of 
bank  and  thrift  deposits  and  the  receiver  and  liquida¬ 
tor  of  failed  depositories.  It  would  retain  its  ‘'back-up" 
enforcement  authority,  and  it  would  have  full  access 
to  all  supervisory  information  at  the  disposal  of  the 
FBC. 

The  Federal  Reserve  would  be  able  to  meet  fully  all  of 
its  core  functions.  As  a  member  of  the  FBC,  it  would 
have  speedy  access  to  all  the  supervisory  information 
it  needs,  and  it  could  participate  in  examinations  con¬ 
ducted  by  the  FBC  of  the  largest  banking  organizations 
and  a  cross-section  of  small,  state-chartered  banks. 

Yesterday,  Secretary  Bentsen  outlined  for  you  the 
administration’s  proposal  for  achieving  the  much- 
needed  and  long  overdue  improvements  in  our  federal 
approach  to  supervising  banks  and  thrifts.  Mr.  Chair¬ 
man,  you  and  Senator  D’Amato  have  joined  forces  to 
champion  reform  with  your  own  initiative,  and  I  am 
heartened  by  this  considerable  degree  of  common 
understanding,  which  is  shared  by  Chairman  Gonzalez 
and  many  members  of  the  House  Banking  Committee. 

Among  all  of  those  who  have  earned  our  commenda¬ 
tion  with  these  initiatives,  I  believe  that  Secretary 
Bentsen  deserves  special  recognition.  He  has  put  for- 
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ward  a  plan  calling  for  a  decrease,  not  an  increase,  in 
the  power  and  prestige  of  the  Treasury  Department. 
Under  the  administration’s  proposal,  the  Treasury 
would  relinquish  its  traditional  institutional  instruments 
for  banking  regulation  and  supervision  —  the  Office  of 
the  Comptroller  of  the  Currency  and  the  Office  of  Thrift 
Supervision.  Believing  that  agency  consolidation  is  the 
only  way  to  achieve  excellence  in  supervision,  he  has 
taken  a  step  rarely  taken  by  past  administrations: 
recommending  a  change  that  brings  himself  and  the 
institution  he  heads  less,  rather  than  more,  authority. 
This  step  taken  by  Secretary  Bentsen  surely  under¬ 
scores  the  fact  that  we  face  a  serious  governmental  and 
national  problem  that  cries  out  for  a  prompt  solution. 
Here  is  how  I  see  the  dimensions  of  that  problem. 

When  I  first  took  office,  I  set  out  to  find  the  root  causes 
of  the  supervisory  failures  that  so  plagued  us  in  recent 
years  and  to  work  toward  eliminating  them.  I  consulted 
many  experts  outside  the  Comptroller’s  Office,  includ¬ 
ing  the  heads  of  the  federal  banking  and  thrift  agencies. 
They  all  stated,  in  one  way  or  another,  that  the  federal 
system  for  supervising  banks  and  thrifts  is  seriously 
flawed. 

Experiences  by  staff  at  the  Office  of  the  Comptroller  of 
the  Currency  (OCC)  supported  that  diagnosis.  Many  of 
them  shared  with  me  their  own  frustrating  dealings  with 
the  current  system  and  those  of  their  colleagues,  both 
present  and  past.  Those  experiences  contained  valu¬ 
able  lessons.  The  OCC  has  been  supervising  banks  for 
1 30  years,  and  although  we  have  made  some  mistakes 
along  the  way,  we  have  learned  a  great  deal  about  how 
best  to  supervise  banks. 

Finally,  I  drew  upon  my  own  personal  experiences  on 
both  sides  of  bank  supervision,  representing  banks  and 
supervising  banks,  and  they  simply  confirmed  the  judg¬ 
ments  of  others. 

Now,  as  I  look  back  over  the  last  10  to  15  years,  I  am 
convinced  that  our  current  supervisory  system  con¬ 
tributed  significantly  to  a  series  of  crises  that  inflicted 
massive  harm  upon  our  entire  economy.  The  extent  of 
the  S&L  crisis  was  surely  exacerbated  by  a  poorly 
equipped  Federal  Home  Loan  Bank  Board  (FHLBB). 
Designed  to  supervise  a  single  type  of  depository 
institution  that  changed  little  and  operated  in  a  stable 
interest  rate  environment,  the  FHLBB  did  not  have  the 
breadth  or  depth  of  resources  it  needed  to  supervise 
thrifts  effectively  as  they  tried  to  expand  their  service 
offerings,  when  interest  rates  were  moving  erratically. 
The  massive  wave  of  bank  failures  in  the  1 980s  and  the 
ensuing  credit  crunch  that  contributed  to  the  severity 
of  the  last  recession  was  surely  fed  by  our  system  of 
multiple  federal  supervisors.  As  I  will  describe  in 
greater  detail  shortly,  that  system  is  poorly  suited  for  the 


timely  development  and  implementation  of  crucial 
regulatory  and  supervisory  initiatives. 

We  should  not  be  surprised  by  the  finding  that  our  current 
supervisory  system  has  so  much  potential  for  great  harm. 
Over  the  years,  many  have  tried  to  warn  us  about  its  flaws. 
Study  after  study,  by  the  Congress,  by  administrations  of 
both  parties,  and  by  a  series  of  independent  commis¬ 
sions,  has  documented  those  flaws.1 

Although  significant  differences  need  to  be  resolved 
concerning  the  preferred  model  for  restructuring,  there 
is  to  my  knowledge  no  disagreement  about  the  basic 
facts  —  our  supervisory  structure  is  redundant,  too 
complex,  and  too  costly.  Many  senators  and  repre¬ 
sentatives  believe  that  structural  flaws  in  our  super¬ 
visory  system  severely  threaten  effective  supervision. 
Current  members  of  the  supervisory  community,  includ¬ 
ing  current  members  of  the  Board  of  Governors  of  the 
Federal  Reserve  System,  such  as  Chairman  Green¬ 
span  and  Governor  LaWare,  and  former  members, 
such  as  Andrew  Brimmer,  Jeffrey  Bucher,  and  J.L. 
Robertson,  have  all  pointed  out  the  need  for  reform,  as 
have  former  federal  bank  and  thrift  supervisors  such  as 
John  Heimann,  William  Seidman,  H.  Joe  Selby,  and 
Timothy  Ryan.  Other  public  figures  who  have  spoken 
out  in  favor  of  reform  include  former  Treasury  Secretary 
Donald  Regan  and  former  SEC  Chairman  Richard 
Breeden.  Those  currently  in  the  private  sector  also 
advocating  reform  include  Lawrence  Connell,  co-chair 
of  the  Shadow  Financial  Regulatory  Committee,  former 
Connecticut  Banking  Commissioner,  and  former  head 
of  the  National  Credit  Union  Administration,  and  bank¬ 
ing  lawyer  John  D.  Hawke,  Jr,  former  General  Counsel 
of  the  Federal  Reserve  Board  of  Governors.  Clearly,  this 
is  not  a  partisan  issue. 

There  is  also  basic  agreement  about  the  direction  in 
which  we  must  move  to  fix  the  supervisory  system.  Put 
federal  supervision  in  the  hands  of  fewer  federal  super¬ 
visors,  and  do  so  in  a  way  that  provides  us  with  what 
we  all  have  a  right  to  expect:  safe  and  sound 
depositories  in  full  compliance  with  civil  rights  and 
consumer  protection  laws  and  a  strong  dual  banking 
system.  Some  of  my  colleagues  in  the  supervisory 


'Virtually  every  study  of  our  federal  banking  regulatory  system  since 
1949  has  recognized  the  need  for  major  consolidation.  Proponents 
of  consolidation  have  included  a  task  force  of  the  Commission  on 
Organization  of  the  Executive  Branch  of  Government,  commonly 
known  as  the  Hoover  Commission  ( 1 949);  the  Commission  on  Money 
and  Credit  (1961);  House  Banking  Committee  Chairman  Wright 
Patman  (1965);  the  Hunt  Commission  (1971);  the  House  Banking 
Committee's  Study  of  Financial  Institutions  in  the  Nation's  Economy 
(1975);  Senate  Banking  Committee  Chairman  William  Proxmire 
(1975);  the  Private  Survey  on  Cost  Control,  Commonly  known  as  the 
Grace  Commission  (1983);  Vice  President  Bush’s  Task  Group  on 
Regulation  of  Financial  Services  ( 1984);  and  the  Bush  administration 
(1991). 
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community  have  other  views,  but  I  believe  the  best  way 
to  secure  these  benefits  is  to  follow  the  approach  in  the 
Senate,  House,  and  administration  bills  —  combine  all 
federal  supervisory  authority  over  banks  and  thrifts  in  a 
single,  independent  federal  agency. 

I  also  believe  we  must  proceed  quickly.  Our  supervisory 
system  has  failed  repeatedly  in  the  past  decade.  These 
failures  have  imposed  costs  on  the  American  economy 
that  run  in  the  tens  of  billions  of  dollars.  When  put  to 
another  test,  I  worry  that  our  supervisory  system  might 
well  fail  us  again.  Although  the  banking  system  is 
currently  highly  profitable  and  generally  well-capital¬ 
ized,  it  faces  new  realities  —  an  unprecedented  com¬ 
bination  of  challenges  that  threatens  its  capacity  to 
remain  strong  and  vital  over  the  long  term  —  that  give 
a  special  sense  of  urgency  to  the  need  for  reform. 

The  New  Realities 

The  new  realities  facing  banks  and  thrifts  can  be  viewed 
as  two  powerful  economic  forces  pulling  depositories 
in  opposite  directions.  At  the  moment,  depositories  are 
in  the  midst  of  a  powerful  cyclical  recovery.  During  the 
early  phases  of  this  recovery,  a  favorable  interest  rate 
environment  boosted  profits.  More  recently,  a  steadily 
improving  economy  has  kept  profit  gains  on  track,  and 
improving  credit  quality  has  enabled  depository 
managers  to  reduce  provisions  for  loan  losses  and 
increase  capital. 

Structural  change  in  the  banking  and  thrift  industries 
should  also  help  to  maintain  profit  trends,  for  a  while. 
Consolidation  of  the  banking  industry  continues  un¬ 
abated,  forcing  the  weaker  players  from  the  market. 
This  consolidation,  buttressed  by  recollections  of  credit 
losses  stemming  from  unwise  underwriting  standards, 
could  produce  somewhat  more  rational  pricing  in  the 
1990s  than  we  saw  during  much  of  the  1980s. 

Nonetheless,  a  long-term  secular  decline  seems  to 
threaten  the  very  survival  of  banks  and  thrifts.  Between 
1972  and  1992,  the  share  of  credit  market  assets  held 
by  banks,  S&Ls,  and  savings  banks  fell  from  nearly  62 
percent  to  36  percent.  That  decline  of  26  percentage 
points  over  two  decades  is  deeply  troublesome  for  the 
employees,  managers,  and  owners  of  those 
depositories  and  also  troubles  those  of  us  who  set  the 
public  policy  that  guides  the  operation  of  those  busi¬ 
nesses.  To  what  extent  does  that  decline  reflect  inap¬ 
propriate  or  inefficient  regulation?  Indeed,  to  what 
extent  does  it  reflect  an  inappropriate  or  inefficient 
supervisory  structure? 

No  one  can  be  sure  how  long  current  positive  trends 
will  continue  to  counteract  the  long-term  secular 
decline.  Yet,  by  their  very  nature  these  recent  develop¬ 


ments  are  transitory  and  sure  to  fade.  History  tells  us 
that  interest  rate  environments  and  the  economy  have 
their  ups  and  downs;  consolidation  cannot  go  on 
forever.  We  should  not  risk  waiting  for  other  favorable 
developments  to  take  their  place. 

We  also  must  face  a  second  new  reality  —  the  fact  that 
our  supervisory  structure  has  begun  repeatedly  to  fail 
us  when  we  most  need  it.  During  the  1980s  a  series  of 
adverse  economic  events  —  crises  in  agriculture,  ener¬ 
gy,  and  real  estate,  in  addition  to  a  recession  —  severe¬ 
ly  tested  that  structure.  The  consequent  failure  of 
thousands  of  depositories  laid  bare  its  weaknesses. 
The  checks  and  balances  that  many  saw  as  a  main 
advantage  of  multiple  regulators  did  not  offer  the 
protection  that  we  needed. 

Congress  responded  to  the  failure  of  our  system  by 
enacting  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FDICIA).  The  substantial  improve¬ 
ments  brought  by  that  legislation  strengthened,  but  did 
not,  indeed  could  not,  repair  the  flawed  structure. 
Realizing  the  full  benefits  of  FDICIA  demands  a  greater 
degree  of  harmony  among  federal  supervisors  than 
they  have  ever  achieved,  perhaps  greater  than  they 
ever  could  achieve.  For  no  matter  how  hard  we  try,  we 
cannot  seem  to  overcome  the  differences  in  priorities, 
perspectives,  and  constituencies  that  are  built  into  our 
supervisory  system.  If  harmony  is  what  we  seek,  we 
cannot  patch,  but  must  rebuild,  our  supervisory  sys¬ 
tem. 

Our  Flawed  Supervisory  System:  Where  and  Why 

We  can  see  the  flaws  in  the  current  supervisory  system 
most  clearly  in  the  results  of  interagency  efforts  to 
achieve  agreement  in  each  of  the  three  key  areas  upon 
which  sound  supervision  rests;  reporting,  regulatory 
prescriptions,  and  supervisory  practices.  I  will  discuss 
each  of  those  areas  in  turn.  As  you  will  see,  in  all  three 
areas,  our  current  system  too  often  yields  results  that 
are  needlessly  late  and  "second  best."  The  industry 
and  the  entire  economy  have  paid  the  price. 

Mr.  Chairman,  as  I  share  these  observations  with  you 
and  the  committee,  I  hope  that  you  will  keep  two  points 
in  mind.  First,  I  do  not  mean  to  imply  that  decisions  by 
supervisors  affecting  the  reporting  by,  and  the  regula¬ 
tion  and  supervision  of,  depository  institutions  should 
be  instantaneous.  Far  from  it.  We  would  all  agree  that 
we  want  a  responsive  supervisory  structure  that  gives 
us  thoughtful,  considered  action.  However,  our  current 
supervisory  structure  has  pushed  us  far  beyond  the 
realm  of  meaningful  debate  and  into  meaningless  and 
costly  delay.  Second,  and  equally  important,  these 
observations  are  commentaries  on  our  supervisory 
structure  and  not  on  the  people  who  must  try  to  make 
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it  work.  These  people  face  a  truly  enormous  task  and 
deserve  our  respect  and  our  thanks.  If  it  were  not  for 
the  fact  that  we  have  intelligent,  highly  motivated,  and 
hard-working  people  at  all  the  supervisory  agencies, 
our  supervision  would  be  far  less  effective. 

Bank  Reporting 

Let  me  first  discuss  the  call  report.  No  document  has 
had  as  long  and  tortured  route  toward  uniformity  as  the 
call  report.  The  call  report  is  a  lengthy  presentation  of 
assets  and  liabilities,  income  and  expenses  that  all 
banks  must  file  with  federal  banking  authorities. 

There  were  vast  differences  in  call  reports  filed  by 
national  banks,  state  nonmember  banks,  and  state 
member  banks  as  late  as  the  mid-1960s.  In  fact,  the 
discrepancies  were  so  galling  to  bankers  at  that  time 
that  they  urged  President  Johnson  to  intervene  on  their 
behalf  and  demand  that  the  federal  banking  agencies 
work  to  hammer  out  a  common  document.  He  did,  and 
the  agencies  responded  by  forming  the  Interagency 
Call  Report  Committee.  Its  major  purpose  was  to  work 
toward  a  uniform  call  report. 

Progress  was  slow,  and  about  14  years  later  in  1978, 
Congress  entered  the  fray  and  passed  the  Federal 
Financial  Institutions  Regulatory  and  Interest  Rate  Con¬ 
trol  Act  of  1978  (FIRA)  that,  among  other  things,  called 
upon  the  banking  agencies  to  work  toward  a  common 
call  report.  To  help  the  agencies  along,  Congress  called 
upon  them  to  establish  the  Federal  Financial  Institutions 
Examination  Council  (FFIEC),  which  Congress  directed 
to  coordinate  the  achievement  of  uniformity.  A  full  10 
years  later,  in  the  late  1980s,  the  goal  of  a  call  report 
that  was  uniform  across  federal  supervisors  had  all  but 
been  reached. 

The  costs  of  such  a  long  and  drawn-out  process  must 
surely  have  been  substantial.  First,  the  delay  meant  that 
bank  holding  companies  with  banks  supervised  by 
more  than  one  federal  supervisor  could  not  establish  a 
single,  cost-efficient  data  storage  and  retrieval  system 
for  filling  out  the  call  report.  Until  we  achieved  unifor¬ 
mity,  holding  companies  had  to  have  more  than  one 
system  and  maybe  three  —  one  for  the  OCC,  one  for 
the  FDIC,  and  one  for  the  Federal  Reserve. 

Second,  we  cannot  be  sure  that  the  uniformity  we  have 
now  is  efficient,  in  the  sense  that  it  represents  the 
minimum  amount  of  data  that  the  agencies  need  from 
banks  of  various  sizes.  There  is  a  natural  tendency  to 
avoid  confrontation  in  the  drive  for  uniformity  by  not 
vigorously  opposing  each  other's  suggestions  for  keep¬ 
ing  or  adding  call  report  items,  rather  than  giving  care¬ 
ful  attention  to  the  true  need  for  information  for 
supervisory  purposes.  As  shown  by  the  chart  on  the 


next  page,  the  number  of  different  items  filed  by  banks 
with  assets  under  $100  million  doubled  over  the  last 
nine  years,  from  320  items  to  762  items. 

Bank  Regulation 

Let  me  now  turn  to  the  subject  of  regulation.  Under 
specific  and  general  grants  of  authority  by  Congress, 
the  banking  agencies  issue  regulations  to  implement 
federal  laws.  These  regulations  cover  a  vast  array  of 
issues,  and  many  do  not  require  the  agencies  to  act  in 
concert.  For  example,  the  FDIC  has  regulations  govern¬ 
ing  deposit  insurance  rates  and  the  Federal  Reserve 
has  regulations  governing  deposit  reserve  require¬ 
ments.  These  are  unique  to  their  individual  respon¬ 
sibilities  and  do  not  involve  the  OCC  or  each  other. 

When  Congress  has  deemed  uniformity  appropriate,  it 
has  taken  one  of  two  possible  approaches.  In  some 
cases,  Congress  has  granted  rule-writing  authority  to  a 
single  federal  banking  agency,  with  the  understanding 
that  the  other  agencies  will  enforce  the  rule  in  the  banks 
that  they  supervise.  The  Federal  Reserve,  for  example, 
has  exclusive  authority  to  write  the  “Truth-in-Lending" 
regulations.  In  other  instances,  FDICIA,  for  example, 
Congress  explicitly  required  the  federal  agencies  to 
write  uniform  regulations. 

At  times,  Congress  has  not  been  so  specific,  but  the 
agencies  have  realized,  as  in  the  case  of  CRA,  for 
example,  that  a  nearly  uniform  regulation  was  the  only 
appropriate  course  of  action. 

Congress  has  not  always  insisted  on  uniformity.  Up  until 
FDICIA,  one  area  Congress  left  to  the  federal  regulators 
was  that  of  bank  capital  adequacy.  Not  until  the  late 
1970s  —  over  60  years  after  the  establishment  of  the 
Federal  Reserve  and  over  40  years  after  the  creation  of 
the  FDIC  —  did  the  agencies  even  begin  to  work  on  a 
common  approach  to  something  as  fundamental  as 
bank  capital  adequacy.  Today  we  have  common 
guidelines  for  assessing  the  adequacy  of  capital  at 
individual  institutions,  but  it  took  more  than  10  years, 
and  considerable  prodding  by  members  of  this  com¬ 
mittee,  among  others,  before  we  gained  even  this 
measure  of  uniformity.  Even  now,  we  have  a  long  way 
to  go.2 


2 

The  common  guidelines  mask  continuing  underlying  differences. 
FDICIA  requires  the  federal  agencies  supervising  banks  and  thrifts 
to  file  annually  with  the  Congress  reports  that  describe  their  differen¬ 
ces  in  their  respective  treatment  of  capital  and  accounting  standards. 
The  last  report  filed  by  the  OCC  described  differences  in  27  areas. 
See  "Differences  in  Capital  and  Accounting  Standards  Among  the 
Federal  Banking  and  Thrift  Agencies,"  as  published  in  the  Federal 
Register,  vol.  58,  no  47.  at  16375. 
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Were  we  to  reach  agreement  on  current  matters,  our 
labors  would  not  be  over.  Amending  the  capital  guidelines 
to  reflect  new  developments  in  the  marketplace  remains 
a  tortuous  process,  at  best.  Over  the  past  four  years  or 
so,  the  agencies  have  been  negotiating  language  for  a 
proposed  rule  to  guide  bank  use  of  asset  securitization. 
Even  after  the  agencies  publish  the  proposed  rule,  we  will 
still  have  much  to  negotiate. 

Delays  in  issuing  regulatory  policies  and  the  possibly 
less  than  optimal  quality  of  interagency  policies  are  not 
the  only  costs  of  having  multiple  federal  supervisors. 
The  current  regulatory  structure  permits  regulators  to 
avoid  accountability  for  their  actions.  As  matters  now 
stand,  it  is  never  entirely  clear  which  agency  is  respon¬ 
sible  for  problems  created  by  faulty  or  overly  burden¬ 
some  or  late  regulation.  That  means  that  Congress,  the 
public,  and  depository  institutions  themselves  can 
never  be  certain  which  agency  to  contact  to  address 
problems  created  by  a  particular  regulation. 

As  a  result,  in  many  instances,  Congress  and  the  public 
must  address  their  concerns  about  problems  with  a 
regulation  to  all  four  bank  and  thrift  supervisors.  Yet, 
even  when  they  do  that,  they  can  never  be  certain  their 
concerns  will  be  addressed. 

Why  is  it  so  difficult  to  reach  interagency  agreement? 
Why  does  it  take  so  long?  Several  factors  come  into 
play.  Knowledgeable  people  of  good  will  inevitably 
have  differences  of  opinion  that  must  be  ironed  out;  that 
is  certainly  true  for  both  the  staffs  and  heads  of  the  four 
bank  and  thrift  supervisory  agencies.  We  do  not  want 
reform  to  come  at  the  cost  of  stifling  such  debate.  The 
new  supervisory  structure  must  be  sensitive  to,  indeed, 
encourage,  the  careful  consideration  of  diverse  points 
of  view.  That  sensitivity  and  encouragement  will  help 
ensure  that  a  revised  structure  is  fully  responsive  to  needs 
of  banks  and  thrifts  and  the  customers  they  serve. 

We  should  not,  however,  have  much  tolerance  for  delay 
that  is  due  to  some  other  factors.  For  example,  the  four 
agencies  have  long  histories  of  independent  action  that 
have  hardened  their  resistance  to  accommodating  op¬ 
posing  points  of  view,  resistance  that  the  FFIEC  has  not 
been  able  to  overcome.  In  those  circumstances, 
debate  among  the  agencies  can  take  on  the  aura  of 
deliberations  among  sovereign  powers  that  have  great 
difficulty  reaching  closure  on  almost  any  issue  within 
meaningful  time  frames. 

Those  institutional  forces  of  delay  are  often  com¬ 
pounded  by  other  factors.  Interagency  negotiations  are 
conducted  by  staff  members  who  represent  agency 
heads  with  distinct  and  strongly  held  views.  These  staff 
members  often  lack  detailed  instructions  on  the  views 
of  their  principals,  and  they  may  be  forced  to  infer  how 


their  principals  might  respond  to  staff-level  proposals 
from  the  other  agencies.  In  too  many  interagency 
negotiations,  discussions  are  dragged  out  and 
decisions  postponed  while  agency  staffers  check  with 
their  principals  on  each  detail  of  the  proposed  policy. 

A  third  factor  also  promotes  delay.  The  different  super¬ 
visory  agencies  may  have  competing  priorities  that 
shape  their  views  of  appropriate  supervisory  policy.  For 
example,  the  FDIC’s  views  of  supervisory  policy  reflect 
concern  about  risks  to  the  Bank  Insurance  Fund  (BIF), 
while  the  Federal  Reserve  may  be  concerned  about  the 
impact  of  supervisory  policy  on  monetary  policy  or  the 
payments  system.  These  competing  priorities  can 
make  it  all  but  impossible  for  the  agencies  to  reach 
agreement  on  some  supervisory  policies.3 

The  costs  of  delay  might  be  acceptable,  were  it  not  for 
the  fact  that  in  our  world  of  fast-paced  technological 
innovation,  depository  institutions  must  compete  with 
businesses  that  are  far  less  regulated.  These  busi¬ 
nesses  are  much  better  positioned  than  banks  or  thrifts 
to  hone  their  competitive  edge  through  the  effective 
management  of  new  technologies  that  permit  them  to 
move  money  and  information  at  virtually  the  speed  of 
light.  In  this  environment,  banks  and  thrifts  cannot  be 
effective  competitors  if  the  supervisory  structure  that 
guides  them  is  inappropriately  slow  afoot. 

As  in  the  area  of  bank  call  reports,  congressional 
demands  for  uniformity  in  regulations  will  not  repair  our 
flawed  supervisory  structure.  Even  when  Congress  has 
insisted  upon  uniformity,  it  has  not  come  easily,  and  the 
resulting  compromises  have  often  yielded  less  effective 
results  than  Congress  or  others  might  have  intended. 

The  administration's  proposal  to  create  a  single  Federal 
Banking  Commission  (FBC)  would  go  a  long  way 
toward  achieving  uniformity.  The  FBC  would  not  be 
encumbered  with  competing  institutional  histories, 
sovereignties,  or  priorities.  At  the  same  time,  the  con¬ 
tinuing  contact  of  FBC  staff  and  with  the  banking  and 
other  communities  would  help  ensure  the  commission's 
sensitivity  to  diverse  points  of  view. 

Bank  Supervision 

Finally,  I  want  to  say  a  few  words  about  supervision. 
Even  when  we  have  them,  uniform  regulations  do  not, 
of  course,  guarantee  uniform  supervision.  By  super- 


3One  example  of  conflicting  priorities  the  Federal  Reserve  used  to 
face  deals  with  its  own  Regulation  Q.  which  set  ceilings  on  how  much 
interest  banks  and  thrifts  could  pay  on  deposits  and  was  originally 
constructed  for  supervisory  purposes.  During  the  1960s  and  1970s, 
Federal  Reserve  manipulation  of  those  interest  rate  ceilings  at  times 
left  it  open  to  the  charge  that  it  was  using  Regulation  Q  tor  purposes 
of  monetary  policy  rather  than  bank  supervision  policy 


69 


vision  I  mean  the  evaluation  of  the  day-to-day  opera¬ 
tions  of  banks  and  the  imposition  of  corrective  actions, 
when  bank  performance  warrants  them.  Disparate  su¬ 
pervision  across  the  federal  agencies  can  range  from 
different  standards  for  assessing  credit  quality  to  dif¬ 
ferent  standards  for  assessing  the  quality  of  bank 
operating  procedures. 

For  the  managers  of  holding  companies  owning  a 
variety  of  banks,  the  costs  of  disparate  supervision  can 
be  great.  It  can  be  difficult  to  manage  individual  banks 
efficiently  when  the  supervisory  standards  faced  by 
one  bank  are  not  the  same  as  those  faced  by  another. 
At  the  end  of  last  September,  413  holding  companies, 
with  assets  of  more  than  $2.4  trillion  (52  percent  of  all 
assets  held  by  banks  and  thrifts)  were  confronting  this 
problem  every  day  of  the  week. 

Recently,  I  asked  my  staff  to  report  to  me  on  the  type 
and  degree  of  examination  overlap  in  bank  holding 
companies  owning  prominent  national  banks.  The  de¬ 
gree  of  inconsistency  from  one  institution  to  the  next 
surprised  even  me.  In  some  cases,  examiners  attempt 
to  keep  supervisory  burdens  to  a  minimum  by  conduct¬ 
ing  joint  examinations,  sharing  examination  reports, 
and  conducting  joint  meetings  with  holding  company 
management.  In  other  cases  the  sharing  is  not  so  great. 
In  some  companies,  there  is  little  if  any  sharing,  and  the 
holding  company  must  send  large  packets  of  the  same 
information  to  separate  teams  of  examiners  and  meet 
separately,  within  relatively  short  periods  of  time,  with 
examiners  from  different  agencies. 

Mr.  Chairman,  our  supervisory  system,  which  en¬ 
courages  such  duplication  and  inefficiency,  is  obvious¬ 
ly  ill-equipped  to  deal  effectively  with  the  large  number 
of  integrated  financial  services  organizations  that 
populate  the  global  marketplace.  Within  such  holding 
companies,  all  banks  and  their  nonbank  affiliates  must 
be  viewed  as  if  they  were  departments  of  a  single 
organization  working  together  toward  a  single  objective 
and  not  as  separate  businesses  pursuing  individual 
business  plans.  Transactions  among  these  “depart¬ 
ments”  can  take  place  several  times  a  day  at  near 
lightning  speed  and  involve  millions  of  dollars.  We 
cannot  obtain  a  true  picture  of  the  entire  operation  by 
looking  solely  at  the  transactions  of  one  or  two  of  its 
parts.  Integrated  firms  demand  integrated  supervision. 

As  matters  now  stand,  we  must  make  do  with  a  super¬ 
visory  system  built  to  handle  the  activities  of  institutions 
that  have  little  to  do  with  one  another  and  go  their 
separate  ways.  That  can  be  costly.  Because  of  compet¬ 
ing  jurisdictions,  there  is  always  the  danger  of  super¬ 
visory  issues  falling  between  the  cracks.  One 
supervisor  may  see  a  transaction  or  series  of  transac¬ 
tions  that  could  spell  trouble  for  an  entity  in  the  jurisdic¬ 


tion  of  another  supervisor.  On  some  occasions,  those 
seeing  the  transactions  may  not  send  a  warning,  believ¬ 
ing  that  those  working  in  the  other  jurisdiction  will  see 
them  quickly.  Such  an  assumption  may  or  may  not  be 
warranted.  Upon  other  occasions,  attentive  staff  will  try 
to  pass  a  warning  across  jurisdictional  barriers,  but, 
because  we  do  not  have  perfect,  real-time  communica¬ 
tion,  those  who  could  make  most  use  of  the  warning 
may  not  receive  it  in  time,  or  have  the  time,  at  that 
moment,  to  pursue  the  issue. 

There  are  other  costs.  Because  these  companies 
operate  in  a  highly  competitive  world  of  rapidly  chang¬ 
ing  technology,  they  must  be  always  reshaping  their 
businesses  if  they  are  to  survive.  As  highly  regulated 
institutions,  they  must  seek  supervisory  approval  for 
nearly  every  new  product  or  service  they  wish  to  offer. 
In  our  fractionalized  supervisory  system,  no  supervisor 
has  the  vantage  point  from  which  to  see  clearly  how  the 
proposal  might  affect  important  parts  of  the  holding 
company  operation  much  beyond  those  parts  for  which 
individual  supervisors  are  responsible.  Thus,  they  are 
poorly  positioned  to  judge  how  the  proposed  activity 
might  affect  how  the  parts  of  the  company  interact  with 
one  another,  what  kind  of  supervisory  challenges  chan¬ 
ges  in  those  interactions  might  pose,  and  what  kinds  of 
supervisory  responses  they  might  have  to  fashion  to 
deal  with  those  interactions.  In  the  absence  of  an  ability 
to  appreciate  fully  this  substantial  degree  of  intercon¬ 
nectedness,  there  is  the  very  strong  possibility  that 
evaluations  of  critical  applications  will  be  second  best. 

Congressional  demands  for  uniformity,  for  integration, 
will  not  work  any  better  in  the  area  of  supervisory  tools 
such  as  examination  reports  than  they  did  in  requiring 
uniform  call  reports.  FIRA  required  that  the  FFIEC  work 
toward  a  uniform  report  of  examination.  It  has  taken  us 
nearly  16  years  to  come  close.  On  October  1  of  last 
year,  the  FFIEC  announced  that  the  OCC,  OTS,  FDIC, 
and  the  Federal  Reserve  developed  uniform  pages  that 
will  be  used  by  each  agency  in  its  reports  of  examina¬ 
tion.  This  is  not  full  uniformity,  but  it  is  much  better  than 
no  uniformity  at  all. 

Some  Hidden  Costs 

Multiple  supervisors  impose  other  costs.  Bank  cus¬ 
tomers  lose,  sometimes  directly,  sometimes  indirectly. 
Customers  lose  directly  when  they  approach  federal 
supervisors  to  seek  their  aid  in  redressing  some  bank¬ 
ing  problem.  They  must  always  try  to  answer  the  ques¬ 
tion:  to  whom  should  I  turn?  With  our  overlapping 
supervisory  structure,  that  is  not  a  question  that  they 
can  answer  easily. 

Customers  also  lose  indirectly.  Dollars  spent  on  incon¬ 
sistent  and  redundant  supervision  are  passed  on,  in 
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one  way  or  another,  to  bank  consumers  in  the  form  of 
higher  prices.  Bank  talent  used  to  cope  with  the  current 
supervisory  structure  is  not  available  to  find  and 
evaluate  important  lending  opportunities  in  traditional 
and  nontraditional  areas;  it  is  not  free  to  stimulate 
innovation  in  product  development.  Economic  growth 
suffers. 

Managers  of  banks  and  thrifts  lose  as  well.  Under 
current  arrangements,  separate  applications  for  the 
same  transaction  must  be  filed  with  more  than  one 
agency.  Recently,  I  received  a  letter  from  a  national 
bank  describing  the  process  it  faced.  The  bank,  owned 
by  a  holding  company,  filed  an  application  with  the 
OCC  to  buy  a  small  branch  office  of  an  S&L.  For  the 
same  transaction,  the  S&L  had  to  file  an  application  with 
the  OTS,  and  the  holding  company  had  to  file  an 
application  with  the  Federal  Reserve.  There  was  little  in 
common  among  the  three  application  forms,  and  they 
all  required  a  significant  amount  of  work  and  thus 
expense  above  and  beyond  the  usual  filing  fees.  The 
banker  seriously  questioned  the  costs  involved,  since 
the  assets  purchased  by  the  bank  were  less  than 
one-half  of  one  percent  of  the  assets  of  the  holding 
company  that  owned  the  bank. 

The  Benefits  of  a  Single  Federal  Supervisor 

Long  delays  in  the  development  of  important  reports 
and  regulations  and  inconsistencies  in  supervision  are 
costs  that  banks  should  not  have  to  incur  and  may  no 
longer  be  able  to  afford.  There  is  a  better  way.  As  you, 
Mr.  Chairman,  other  congressional  leaders,  and  the 
administration  have  recognized  for  some  time,  the  es¬ 
sence  of  reform  is  simplicity  itself  —  a  single  federal 
supervisor  for  banks  and  thrifts. 

With  a  single  federal  supervisor,  a  Federal  Banking 
Commission,  we  will  have: 

•  Accountability.  There  would  no  longer  be  any 
question  of  which  agency  the  Congress,  the 
public  or  depository  institutions  should  ad¬ 
dress  when  trying  to  solve  a  regulatory  or 
related  problem. 

•  More  Efficient  Decision-Making  Process. 
There  would  be  no  room  for  institutional 
rigidities  or  competing  priorities  to  interfere 
with  the  timely  development  and  implementa¬ 
tion  of  reporting,  regulatory,  or  supervisory 
policies. 

•  More  Consistent  Supervision.  Supervisors 
would  focus  their  attention  on  banking  com¬ 
panies  as  integrated  business  units,  and 
there  would  be  no  excuse  and  no  tolerance 


for  the  inconsistent  application  of  regulations 
and  supervisory  policies,  as  there  is  today.  In 
case  of  disputes  between  bankers  and  ex¬ 
aminers,  bankers  will  have  one  ombudsman 
to  contact. 

Moreover,  under  the  administration’s  proposal,  we  will 
gain  those  advantages  without  compromising  the 
strength  or  quality  of  those  parts  of  our  supervisory 
system  that  we  do  not  need  to  alter. 

Protecting  Some  Basic  Elements 

Although  there  is  much  that  is  wrong  with  our  super¬ 
visory  structure  and  in  need  of  change,  there  are  certain 
basic  elements  in  our  financial  system  that  we  must 
protect.  Two  of  the  more  important  elements  are  the 
dual  banking  system  and  the  strength  and  inde¬ 
pendence  of  both  the  FDIC  and  Federal  Reserve.  The 
reform  proposals  we  are  discussing  today  will  preserve 
and  enhance  both. 

Protecting  the  Dual  Banking  System 

Today,  Mr.  Chairman,  when  any  of  us  speak  about 
protecting  the  dual  banking  system,  we  are  not  speak¬ 
ing  about  preserving  dual  federal  supervision.  We  are 
speaking  about  protecting  the  viability  of  state- 
chartered  banks  and  thrifts  and  the  viability  of  state 
bank  and  thrift  supervision.  Surely,  we  all  agree  that 
state-chartered  institutions  have  a  long  and  admirable 
record  of  serving  our  economic  system  and  that  they 
deserve  a  supervisory  environment  that  will  ensure  their 
capacity  to  serve.  Supervisory  reform  at  the  federal 
level  should  preserve  and  protect  state-chartered  in¬ 
stitutions.  The  reform  we  are  discussing  today  will  do 
just  that. 

Many  fear  that  a  single  federal  supervisor  would 
weaken  state-chartered  institutions  by  acting 
unilaterally  to  alter  federal  provisions  dealing  with  the 
powers  of  state  banks.  This  could  not  happen  under  the 
administration’s  proposal.  Under  this  plan,  the  FDIC 
would  remain  the  only  federal  agency  that  would  have 
the  authority  to  curtail  activities  that  are  permissible  for 
state  institutions  under  state  law  and  only  when  such 
activities  present  unacceptable  risks  to  the  deposit 
insurance  funds. 

Many  believe  that  a  single,  federal  supervisor  would 
weaken  state-chartered  institutions  by  issuing  regula¬ 
tions  and  implementing  supervisory  procedures  that 
would  favor  the  banks  and  thrifts  it  charters.  I  do  not 
believe  that  such  a  bias,  if  it  ever  occurred,  could  be 
sustained.  Such  a  bias  would  occasion  strong  objec¬ 
tions  by  state  authorities  and  managers  of  bank  holding 
companies  with  both  state  and  federally  chartered 
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understand  that  mutual  fund  shares  pur¬ 
chased  from  banks  are  not  federally  insured. 

•  The  risks  inherent  in  mutual  fund  activities  — 
particularly  for  banks  entering  the  business 
for  the  first  time  or  expanding  the  scope  of 
their  mutual  fund  activities  —  pose  super¬ 
visory  issues  for  bank  regulators.  We  must 
ensure  that  banks  structure  and  manage  their 
mutual  fund  operations  in  such  a  way  that 
those  operations  do  not  present  unaccep¬ 
table  liquidity,  operational,  or  legal  risk  to  the 
bank  or  undue  risk  to  the  Bank  Insurance 
Fund. 

•  As  with  any  nondeposit  investment  product, 
a  bank's  mutual  fund  activities  can  raise 
potential  conflicts  of  interest  with  its  fiduciary 
obligations  to  its  customers.  Regulators  must 
ensure  that  banks  have  adequate  controls  to 
identify  and  manage  potential  conflicts  of  in¬ 
terest. 

•  The  growth  of  nontraditional  banking  ac¬ 
tivities,  including  mutual  fund  activities,  ex¬ 
poses  banks  to  new  kinds  and  combinations 
of  risks.  Bank  regulators  must  ensure  that  they 
have  adequate  supervisory  policies  and  pro¬ 
cedures  in  place,  and  adequate  numbers  of 
well-trained  examiners  to  carry  them  out. 

The  Challenge  to  Bank  Supervisors 

The  Senate  confirmed  me  as  President  Clinton’s  choice 
to  be  Comptroller  of  the  Currency  on  April  4  of  last  year. 
Shortly  after  my  confirmation,  I  concluded  that  the 
dramatic  increase  in  the  scale  of  bank  mutual  fund 
operations  called  for  decisive  action.  Many  banks  are 
entering  into  mutual  fund  operations  for  the  first  time, 
or  increasing  the  scope  of  their  operations  significantly. 
Some  banks  are  doing  so  through  large  acquisitions 
that  can  have  important  implications  for  the  bank’s 
structure  and  governance.  And  banks’  mutual  fund 
sales  efforts  are  now  reaching  a  far  broader  set  of 
customers  than  has  traditionally  been  served  by  bank 
trust  departments.  These  developments  naturally  raise 
the  level  of  supervisory  concern  with  how  banks  con¬ 
duct  their  mutual  fund  operations.  Let  me  list  some  of 
the  things  we've  done  in  the  last  year. 

•  I  met  with  consumer  groups  to  gain  a  better 
understanding  of  bank  customer  concerns. 

•  I  communicated  to  the  banking  industry,  in 
several  major  speeches,  the  importance  of 
adopting  practices  that  would  help  ensure 


that  their  customers  understand  the  risks  of 
nondeposit  products  banks  sell. 

•  I  assigned  a  senior  policy  advisor,  David 
Apgar,  formerly  of  Lehman  Brothers,  a  New 
York  investment  bank,  to  coordinate  OCC  ef¬ 
forts  in  the  mutual  funds  area. 

•  In  July  1993,  we  published  detailed  industry 
guidance  on  the  retail  sale  of  mutual  funds 
and  other  nondeposit  investment  products — 
the  first  of  its  kind  published  by  any  bank 
regulatory  agency. 

•  We  worked  closely  with  the  other  federal 
regulators  of  banks  and  thrifts  to  develop 
interagency  guidelines,  which  the  agencies 
released  jointly  last  month. 

•  I  had  a  number  of  meetings  with  industry 
leaders  to  impress  upon  them  the  importance 
of  taking  steps  to  avoid  customer  confusion. 
Partially  as  a  result  of  those  meetings,  the 
banking  trade  associations  adopted  retail  in¬ 
vestment  sales  guidelines. 

•  The  OCC  developed  a  program  of  mutual 
fund  examinations,  and  issued  new  examina¬ 
tion  procedures  to  ensure  that  national  banks 
comply  with  our  guidelines. 

•  I  had  a  number  of  meetings  with  SEC  Chair¬ 
man  Arthur  Levitt  to  discuss  the  issues  sur¬ 
rounding  bank  sales  of  mutual  funds,  and  we 
initiated  ongoing  staff-to-staff  contacts  to  see 
how  we  could  coordinate  our  supervisory  ef¬ 
forts. 

•  OCC  and  SEC  staff  have  initiated  a  joint  re¬ 
search  effort,  including  a  comprehensive  sur¬ 
vey  of  households,  to  improve  our 
understanding  of  the  sources  of  confusion 
when  individuals  purchase  mutual  fund 
shares  and  to  learn  what  kinds  of  disclosures 
work  best  in  addressing  that  confusion. 

•  Working  with  the  banking  industry,  the  OCC 
has  begun  an  effort  to  contact  bank  cus¬ 
tomers  to  learn  directly  from  them  about  their 
experiences  in  purchasing  mutual  funds  from 
banks. 

•  We  published  a  brochure  entitled  Deposits 
and  Investments:  There’s  A  Critical  Difference 
to  alert  bank  customers  to  the  risks  in  non¬ 
deposit  products  sold  by  banks.  Nearly  one 
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million  copies  of  the  brochure  have  been 
made  available  to  the  public. 

Mr.  Chairman,  our  efforts  in  dealing  with  bank  sales  of 
mutual  funds  are  an  important  part  of  my  commitment 
to  keep  the  OCC  at  the  forefront  of  bank  supervision. 
To  meet  that  commitment,  it  is  critical  that  we  stay 
abreast  of  change  and  develop  policies  and  practices 
that  are  appropriate  in  a  dynamically  changing  market 
for  financial  services. 

I  will  now  turn  to  a  discussion  of  the  issues  facing  banks 
that  engage  in  mutual  fund  activities  and  their  super¬ 
visors. 

Legal  Authority 

Although  my  tenure  as  Comptroller  began  after  the 
significant  statutory,  judicial,  and  interpretive  develop¬ 
ments  in  this  area,  I  have  included  this  brief  history  and 
description  of  banks’  legal  authority  for  the  con¬ 
venience  of  the  subcommittee. 

The  authority  of  national  banks  to  engage  in  activities 
related  to  mutual  funds  derives  from  the  National  Bank 
Act’s  grant  of  authority  to  engage  in  activities  that  are 
part  of  or  incidental  to  the  business  of  banking,5  and 
from  national  banks’  express  powers  to  provide 
fiduciary  and  custodial  services  and  to  act  as  transfer 
agents.6  Banks  and  their  affiliates  or  subsidiaries  may 
provide  investment  advice  to  mutual  funds  and  to  cus¬ 
tomers,  may  broker  mutual  funds,  may  advertise  and 
market  their  services,  and  may  provide  a  range  of 
administrative  and  shareholder-related  services  to 
mutual  funds.  Such  services  may  include  acting  as 
transfer  agent,  custodian,  and  registrar,  and  providing 
record-keeping,  accounting  and  related  services.  How¬ 
ever,  national  banks  have  not  been  authorized  to  spon¬ 
sor  or  distribute  most  mutual  funds. 

Bank  Powers.  Section  24  (Seventh)  grants  broad 
powers  for  banks  to  engage  in  the  business  of  banking, 
including  the  specific  powers  recited  in  the  statute7  and 
such  other  incidental  powers  as  are  reasonably  neces¬ 
sary  to  perform  the  business  of  banking  as  a  whole.  The 
courts  have  used  various  tests  to  determine  whether 
specific  banking  activities  are  within  the  intended 
scope  of  Section  24  (Seventh),  and  have  found  that 
permissible  incidental  activities  include  those  that  are 
similar  to  an  express  power,  relate  to  an  express  power, 


512  U.S.C.  24(7) 

612  U.S.C.  92a;  15  U.S.C.  78q-1 . 

7(1)  Discounting  and  negotiating  promissory  notes,  drafts,  bills  ot 

exchange,  and  other  evidences  of  debt;  (2)  receiving  deposits;  (3) 

buying  and  selling  exchange,  coin,  and  bullion;  (4)  loaning  money 

on  personal  security;  and  (5)  obtaining,  issuing,  and  circulating 

notes 


resemble  traditional  banking  functions,  or  constitute 
financial  activities.8 

Banks  have  authority  to  buy  and  sell  securities  for  the 
accounts  of  customers  as  part  of  the  business  of  bank¬ 
ing.  This  authority  under  the  bank  powers  clause  is 
evidenced  in  the  history  of  the  years  prior  to  the  pas¬ 
sage  of  the  Glass-Steagall  Act  and  predecessor 
provisions  of  the  1927  McFadden  Act.9 *  While  Section 
16  of  the  Glass  Steagall  Act  placed  limitations  on 
certain  securities  activities  of  banks,  this  provision 
specifically  preserved  banks’  power  to  broker  such 
securities  “solely  upon  the  order,  and  for  the  account 
of,  customers,  and  in  no  case  for  its  own  account.’1 10 
Various  court  opinions  confirm  the  long-established 
powers  of  banks  to  perform  brokerage  services.1 1  Ac¬ 
cordingly,  securities  brokerage  activities  are  permis¬ 
sible  by  national  bank  subsidiaries  including  the 
purchase  and/or  sale,  as  agent,  of  shares  in  mutual 
funds.12 

National  banks  and  their  subsidiaries  have  the  authority 
to  provide  investment  advice  as  part  of  or  incidental  to 
the  business  of  banking.13  Investment  advice  is  in¬ 
tegral  to  the  brokerage  and  trust  powers  of  banks. 
Banking  entities  are  permitted  to  recommend  mutual 
funds  to  customers  and  to  act  as  investment  advisor  to 
the  same  mutual  funds.14  In  finding  that  a  bank  holding 
company  may  serve  as  investment  advisor  to  a  mutual 
fund,  the  Supreme  Court  recognized  in  1981  that  the 
functions  of  an  investment  advisor  include  manage¬ 
ment  activities.15 


8 See  Letter  No.  494  (December  20,  1989),  supra,  at  1 1  -16;  see  also 
M  &  M  Leasing  Corp.  v.  Seattle  First  National  Bank.  563  F  2d  1377 
(9th  Cir.  1977),  cert,  denied ,  436  U.  S  956  (1978);  New  York  State 
Ass'n  of  Life  Underwriters  v.  New  York  State  Banking  Dept .  598  N  Y.S. 
2d  824  (N.Y.  App.  Div.,  1993).  (The  court  tound  that  similar  incidental 
powers  clause  of  New  York  banking  law  permitted  banks  to  expand 
banking  services  over  time  consistent  with  evolving  business  prac¬ 
tices  and  customer's  needs.) 

9See  12  U.S.C.  24(7). 

,012  U.S.C.  24(7). 

11  See  e.g.,  SIA  v.  Bd.  of  Governors  of  the  FRS ,  468  U  S.  207  (1984) 
("Schwab");  SIA  v.  Comptroller  of  the  Currency ,  577  F  Supp  252 
(D.D.C.  1983),  aff'd  per  curiam,  758  F.2d  739  (D  C  Cir.  1985),  cert, 
denied.  474  U  S.  1054  (1986)  (brokerage  issue). 

12See  e.g.,  Interpretive  Letter  No.  622  (April  9,  1993);  Interpretive 
Letter  No.  403  (December  9,  1987). 

13See  e  g  ,  Interpretive  Letter  No.  622  (April  9,  1993)  and  Interpretive 
Letter  No.  367  (August  19,  1986);  see  also  Bd  of  Governors  of  the 
FRS  v.  ICI,  450  U  S.  46  (1981);  SIA  v.  Bd  of  Governors  of  the  FRS, 
821  F.2d  810  (D  C.  Cir.  1987),  cert,  denied.  484  U  S.  1005  (1988) 
f " NatWest ”). 

4Federal  Reserve  Board  Regulation  Y,  12  C  FR  225  125,  see  also 
Bd  of  Governors  of  the  FRS  v.  ICI,  450  U  S  46  (1981);  SIA  v  Bd  of 
Governors  of  the  FRS.  821  F  2d  810  (D  C  Cir  1987),  cert  denied 
484  U  S  1005  (1988)  (‘‘NatWest’):  Interpretive  Letter  No  403 
(December  9,  1987) 

5Sd  of  Governors  of  the  FRS  v  ICI.  450  U  S  46,  55  (1981);  see  also 
OCC  Letterfrom  William  B  Glidden  (January  14,  1988)  (national  bank 
investment  advisors  manage  and  supervise  the  investment  and 
reinvestment  of  cash,  securities  or  other  properties  comprising  the 
assets  of  the  mutual  funds) 
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An  integral  part  of  investment  advisory  and  brokerage 
services  is  the  ability  to  attract  customers  by  advertis¬ 
ing  and  marketing  the  services  and  products  available. 
In  1954,  the  Supreme  Court,  in  considering  a  restrictive 
state  law,  found  that  under  their  incidental  powers 
national  banks  generally  can  advertise  any  service  that 
the  bank  lawfully  offers.  6  In  1 986,  the  District  of  Colum¬ 
bia  Circuit  Court  recognized,  albeit  in  a  different  con¬ 
text,  that  the  selling  of  securities  necessarily  involves 
finding  and  soliciting  buyers.17  The  court  noted  that 
banks  must  advertise  to  let  their  customers  know  what 
services  are  available.  Hence,  national  banks  are  per¬ 
mitted  to  publicize  their  services  relating  to  mutual 
funds  18 

Administrative  services  related  to  the  provision  of  in¬ 
vestment  advice  and  brokerage  services  are  also  in¬ 
cidental  to  those  activities.  National  banks  and  their 
operating  subsidiaries  are  permitted  to  provide  a 
variety  of  administrative  and  shareholder  services  with 
respect  to  the  operation  of  a  mutual  fund. 19  The  Federal 
Reserve  Board  recently  has  approved  a  nonbanking 
subsidiary  of  a  bank  holding  company  to  provide 
various  administrative  and  advisory  services  to  mutual 
funds.20  The  Board  reasoned  that  such  administrative 
activities  generally  are  ministerial  or  clerical  in  nature 
and  do  not  impart  impermissible  "control”  or  policy¬ 
making  authority  over  the  mutual  fund.  As  the  Board 
noted,  mutual  funds  are  governed  by  a  disinterested 
board  of  directors  dictated  by  various  independence 
requirements  of  the  Investment  Company  Act  of  1940, 
and  ultimate  control  over  the  funds  rests  with  their 
boards  of  directors. 

Glass-Steagall.  The  Glass-Steagall  Act  imposes  limits 
on  banks’  involvement  in  certain  securities  activities. 
Section  16  of  the  Act  (12  U.S.C.  24(7))  places  limits  on 
national  banks  underwriting  and  dealing  in  securities 
and  stock  and  generally  prohibits  national  banks  from 


,6See  Franklin  National  Bank  v.  New  York,  347  U  S.  373,  378  (1954). 
17S/A  v.  Bd.  of  Governors  of  the  FRS,  807  F.2d  1052,  1062  (D.C.  Cir. 
1986),  cert,  denied ,  483  U.S.  1005  (1987)  (“ Bankers  Trust  II'). 

18See  Interpretive  Letter  No.  622  (April  9,  1993)  (making  lobby 
materials  available  on  services,  placing  newspaper  advertisements, 
sending  statement  stutters  and  providing  other  descriptions  ot  the 
variety  of  services  that  are  available);  Glidden  Letter  (January  14, 
1988)  (furnishing  prospectus  or  sales  literature  on  funds  upon  re¬ 
quest,  having  advertisements  and  brochures  listing  mutual  funds 
available  through  the  bank  and  the  bank’s  services);  see  also  Inter¬ 
agency  Statement  on  Retail  Sales  of  Nondeposit  Investment 
Products  (acknowledges  banks  advertise  and  market  uninsured 
investment  products  to  customers  and  provides  for  full  disclosure). 
l<5See  eg,  Glidden  Letter  (January  14,  1988)  (providing  various 
administrative  services  and  acting  as  investment  advisor  to  mutual 
funds),  Interpretive  Letter  No.  386  (January  19,  1987)  (providing 
recordkeeping,  accounting,  and  other  services  in  connection  with 
1 2b- 1  and  similar  plans),  Interpretive  Letter  No.  332  (March  8,  1 985) 
(recordkeeping,  order  execution  functions,  and  shareholder  informa¬ 
tion)- 

' '  See  Mellon  Bank  Corporation,  79  Fed.  Res.  Bull  626  (1993). 


purchasing  or  selling  securities  except  upon  the  order 
and  for  the  account  of  customers.  Section  20  ( 1 2  U.S.C. 

377)  prohibits  Federal  Reserve  member  bank  affiliation 
with  a  company  engaged  principally  in  underwriting 
and  other  securities  activities.  Section  21  (12  U.S.C. 

378)  prohibits  organizations  that  are  engaged  in  under¬ 
writing  and  other  securities  activities  from  simul¬ 
taneously  engaging  in  the  business  of  receiving 
deposits.  Section  32  (12  U.S.C.  78),  prohibits  officer, 
director,  or  employee  interlocks  between  member 
banks  and  companies  that  are  primarily  engaged  in  the 
securities  activities  listed  in  section  20. 

The  courts  have  affirmed  that  activities  that  are  part  of, 
or  incidental  to,  the  business  of  banking  are  not 
prohibited  by  the  Glass-Steagall  Act.21  The  mutual  fund 
activities  in  which  national  banks  and  their  operating 
subsidiaries  engage  do  not  involve  underwriting  and 
dealing,  so  they  are  not  prohibited  by  section  16.  Un¬ 
derwriting  and  dealing  typically  refer  to  a  banking 
entity’s  purchase  of  shares  for  its  own  account,  thereby 
incurring  a  principal  risk.  National  banks  generally  may 
not  engage  in  distribution  or  sponsorship  of  mutual 
funds  and  typically  employ  independent  distributors  to 
assume  these  functions.  Activities  permitted  by  Section 
16  are  not  prohibited  by  section  21. 22  Mutual  funds  do 
not  take  deposits;  and  while  a  bank  and  its  subsidiary 
may  receive  deposits,  they  are  not  engaged  in  issuing, 
underwriting,  or  distributing  securities.  A  bank’s  sale  of 
mutual  funds  as  agent  does  not  constitute  Glass- 
Steagall  distribution,  even  if  the  bank  also  acts  as  the 
advisor  and/or  administrator  to  the  funds.23 

Section  20  also  does  not  prohibit  national  banks  from 
engaging  in  many  mutual  fund  activities  because  per¬ 
missible  activities  do  not  involve  "issue,  flotation,  public 
sale,  or  distribution"  of  securities.  Public  sale  does  not 
mean  sale  as  a  broker  but  rather  sale  as  an  underwriter 
or  dealer.24  The  mutual  funds  (/.a,  investment  com¬ 
panies)  to  which  banks  and  operating  subsidiaries 
provide  advice  and  services  may  engage  in  these 
activities,  but  they  are  not  "affiliates"  of  the  bank  under 
the  meaning  of  that  term  in  section  20. 25  With  respect 
to  section  32,  the  OCC  has  not  permitted  interlocks 
between  the  bank  and  its  operating  subsidiaries  and 
any  entity  engaged  in  “issue,  flotation,  underwriting, 


21  See  Securities  Industry  Ass'n  v.  Clarke,  885  F.2d  1034,  1049  (2d 
Cir  ),  cert,  denied,  493  U.S.  1070  (1990);  OCC  Interpretive  Letter  No. 
388. 

22SIA  v.  Bd.  of  Governors  of  the  FRB.  468  U.S.  137,  149  (1984) 
('' Bankers  Trust  /”);  Bankers  Trust  II,  807  F.2d  at  1057. 

^3See  Glidden  Letter  (January  14,  1988);  Interpretive  Letter  No.  332 
(March  8,  1985);  see  also  Federal  Reserve  Board  Sovran  Letter  (July 
1  1986). 

24 SIA  v.  Bd.  of  Govenors  of  the  FRB,  468  U.S.  207,  218  (1984) 
r  Schwab”). 

25See  12  U.S.C.  221a. 
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public  sale,  or  distribution"  of  securities.  The  directors, 
officers,  and  employees  of  mutual  funds  and  the  inde¬ 
pendent  distributor  have  not  overlapped  with  those  of 
the  bank  and  the  operating  subsidiaries. 

In  addition,  courts  traditionally  engage  in  an  analysis 
based  on  the  legislative  history  of  the  Glass-Steagall 
Act  to  determine  whether  the  “subtle  hazards"  that  the 
law  was  designed  to  prevent  are  posed  by  any 
proposed  activity.  These  “subtle  hazards,"  which  in¬ 
clude  investor  confusion  and  conflicts  of  interest,  are 
controlled  by  the  terms  of  the  I  nvestment  Company  Act, 
the  Interagency  Statement  on  Retail  Sales  of  Non¬ 
deposit  Investment  Products,  sections  23A  and  23B  of 
the  Federal  Reserve  Act,  safety  and  soundness  re¬ 
quirements,  and  supervisory  conditions  imposed  by 
the  OCC. 

Operating  Subsidiaries.  National  banks  have  estab¬ 
lished  operating  subsidiaries  for  approximately  28 
years  under  OCC  regulations  first  issued  in  1966. 
Operating  subsidiaries  enable  banks  to  use  a  different 
organizational  structure  to  conduct  permissible  ac¬ 
tivities.  The  operating  subsidiary  is  subject  to  OCC 
examination  and  supervision  and  to  the  same  banking 
laws  and  regulations  as  the  parent  bank,  unless  other¬ 
wise  provided  by  statute  or  regulation. 

The  authority  for  national  banks  to  establish  operating 
subsidiaries  is  based  on  the  National  Bank  Act.  That 
Act  allows  banks  to  exercise  certain  enumerated 
powers  and  “all  such  incidental  powers  as  shall  be 
necessary  to  carry  on  the  business  of  banking."26  The 
Act  gives  banks  broad  authority  to  engage  in  the  busi¬ 
ness  of  banking  and  to  exercise  powers  reasonably 
necessary  to  conduct  that  business.27 

The  incidental  powers  of  national  banks  include,  at  a 
minimum,  all  powers  that  are  “convenient  and  useful” 
to  express  powers.28  Many  courts  and  the  OCC  believe 
that  incidental  powers  are  broader  and  include  ac¬ 
tivities  similar  to  traditional  banking  functions.  As  the 
Ninth  Circuit  held  in  1977,  the  incidental  powers  stand¬ 
ard  "must  be  construed  so  as  to  permit  new  ways  of 

OQ 

conducting  the  very  old  business  of  banking." 

The  establishment  of  operating  subsidiaries  that  carry 
on  the  business  of  banking  falls  squarely  within  the 
incidental  powers  of  banks  under  both  the  narrow  and 
broader  view.  These  subsidiaries  are  a  "convenient  and 


26See  12  U.S.C.  24(7). 

27 See  OCC  Letter  No.  494  (December  20,  1989),  reprinted  in  [1989- 
1990  Transfer  Binder]  Fed.  Banking  L.  Rep  (CCH)  H  83,083 
26 See  Arnold  Tours,  Inc.  v.  Camp ,  472  F.2d  427,  432  (1st  Cir  1972). 
29  M&  M  Leasing  Corp.  v.  Seattle  First  National  Bank,  563  F.2d  1377, 
1382  (9th  Cir.  1977),  cert,  denied ,  436  U  S.  956  (1978). 


useful"  means  of  conducting  banking  business.30  Be¬ 
cause  establishment  of  operating  subsidiaries  is  part 
of  the  business  of  banking,  it  is  not  proscribed  by  12 
U.S.C.  24(7)  provisions  prohibiting  purchases  of  cor¬ 
porate  stock. 

Supervision  of  Bank  Mutual  Fund  Activities 

The  OCC  has  for  many  years  conducted  fiduciary 
examinations  of  banks  that  act  as  investment  advisor, 
transfer  agent,  or  custodian  for  mutual  funds  through 
their  trust  departments.  In  addition,  bank  sales  (as 
agent)  of  mutual  funds  are  governed  by  a  number  of 
provisions,  including  1 2  CFR  1 2,  which  deals  with  such 
issues  as  recordkeeping  and  notification  to  customers 
of  securities  transactions.  OCC  examiners  have 
reviewed  these  activities  in  conjunction  with  their  ex¬ 
amination  of  banks’  investment  securities  activities. 
More  recently,  this  aspect  of  supervision  has  become 
part  of  the  OCC’s  Compliance  Program. 

While  the  OCC’s  experience  in  supervising  the  fiduciary 
and  broker/dealer  activities  of  national  banks  provided 
a  valuable  base  from  which  to  build,  I  came  to  the 
conclusion  shortly  after  taking  office  as  Comptroller  that 
there  was  a  need  for  more  comprehensive  policy 
guidance.  In  the  past  year,  the  OCC  has  devoted 
considerable  resources  to  putting  in  place  procedures 
for  the  systematic  supervision  and  examination  of  the 
mutual  fund  activities  of  national  banks.  The  other 
federal  banking  agencies  have  been  grappling  with  the 
same  issues,  and  we  have  coordinated  our  efforts  in 
order  to  adopt  consistent  interagency  guidelines. 

The  interagency  statement,  entitled  Interagency  State¬ 
ment  on  Retail  Sales  of  Nondeposit  Investment 
Products,  covers  all  aspects  of  a  national  bank’s  retail 
mutual  fund  sales  operation,  including  sales  by  bank 
employees  and  sales  by  employees  of  third-party  ven¬ 
dors  on  bank  premises.  It  makes  it  clear  that  banks 
should  view  customers’  interests  as  critical  to  all 
aspects  of  their  sales  programs,  and  that  the  federal 
banking  regulators  will  take  appropriate  actions  to  ad¬ 
dress  unsafe  and  unsound  banking  practices  and 
violations  of  law  and  regulations  associated  with  bank- 
related  sales  of  mutual  funds  and  other  retail  non¬ 
deposit  investment  products.  Those  actions  could 
include  civil  money  penalties,  cease  and  desist  orders, 
and  payments  of  restitution  to  bank  customers. 

To  reduce  customer  confusion  between  insured  and 
uninsured  products,  the  Interagency  Statement  con¬ 
tains  the  following  specific  guidelines: 


30 See  12  CFR  5.34,  and  see  also  12  CFR  7.10(c)(2)  (repealed) 
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•  Disclosure  and  advertising  for  mutual  funds 
and  other  investment  products  should  clearly 
indicate  that  the  products  are  not  FDIC-in- 
sured,  are  not  obligations  of  the  bank,  are  not 
guaranteed  by  the  bank,  and  involve  risk, 
including  the  possible  loss  of  principal.  Banks 
should  obtain  a  signed  statement  from  cus¬ 
tomers  acknowledging  that  they  have  been 
informed  about  the  nature  of  these  investment 
products. 

•  Bank  tellers  and  other  bank  employees  work¬ 
ing  in  the  teller  area  should  not  sell  uninsured 
investment  products  or  offer  investment  ad¬ 
vice.  Banks  should  take  steps  to  distinguish 
between  retail  deposit-taking  and  retail  non¬ 
deposit  sales  functions. 

•  A  bank  should  not  offer  investment  products 
with  a  name  identical  to  that  of  the  bank. 
Because  of  the  potential  for  customer  con¬ 
fusion,  the  guidance  warns  banks  about  the 
risk  in  marketing  investment  products  with 
names  similar  to  the  bank’s  name,  and 
provides  for  heightened  scrutiny  of  programs 
that  use  such  names. 

This  emphasis  on  disclosure  and  education  of  bank 
customers  reflects  our  view  that,  when  properly  in¬ 
formed  of  the  nature  of  the  products  banks  offer,  cus¬ 
tomers  will  make  the  choices  that  best  meet  their 
financial  objectives.  We  will  monitor  how  successful 
these  disclosure  efforts  are  in  overcoming  customer 
confusion,  and  as  part  of  a  joint  project  with  the  SEC, 
the  OCC  will  evaluate  a  variety  of  disclosure  tools. 

The  interagency  guidance  also  addresses  the  super¬ 
vision  and  training  of  staff  who  recommend  and  sell 
investment  products,  compensation  incentives  for  staff, 
and  the  need  to  ensure  that  investment  products 
recommended  by  the  bank  are  suitable  for  each  par¬ 
ticular  customer. 

In  August  and  September  1993,  the  OCC  began 
testing  new  examination  procedures  for  mutual  fund 
activities  of  national  banks.  At  the  same  time,  the 
OCC  began  training  examiners  in  the  use  of  these 
procedures.  On  February  24,  1994,  based  on  ex¬ 
perience  gained  in  using  the  draft  procedures  in  the 
field,  the  OCC  issued  detailed  guidance  to  ex¬ 
aminers  on  retail  nondeposit  investment  products, 
including  mutual  funds. 

The  guidance  sets  forth  the  procedures  that  examiners 
are  to  use  in  evaluating  the  adequacy  of  a  bank's 
policies  in  the  following  areas: 


•  Senior  management  oversight  of  the  scope 
and  direction  of  the  bank’s  mutual  fund  (and 
other  retail  nondeposit  investment  sales)  ac¬ 
tivities. 

•  Qualifications,  training,  compensation,  and 
adequacy  of  senior  management  oversight  of 
mutual  fund  sales  personnel. 

•  The  accuracy  and  completeness  of  customer 
disclosures  and  advertising,  with  particular 
emphasis  on  the  riskiness  and  uninsured 
status  of  mutual  fund  accounts. 

•  The  bank’s  procedures  for  determining  the 
suitability  of  mutual  fund  products  that  they 
recommend  to  individual  bank  customers. 

•  The  use  that  the  bank  will  make  of  customer 
information. 

•  Compliance  with  state  and  federal  restrictions 
on  mutual  fund  transactions  involving  the 
bank’s  fiduciary  accounts. 

•  Oversight  of  third-party  vendors. 

Mutual  Fund  Examinations 

The  OCC  monitors  compliance  with  its  mutual  fund 
guidelines  through  a  program  of  examinations  focusing 
on  retail  sales  of  mutual  funds  and  other  retail  non¬ 
deposit  investment  products.  Since  the  beginning  of 
1 993,  the  OCC  has  conducted  337  examinations  focus¬ 
ing  on  mutual  funds  and  other  retail  nondeposit  invest¬ 
ment  products.  Some  multinational  and  larger  regional 
banks,  which  account  for  most  mutual  fund  sales,  were 
examined  during  the  second  half  of  1993.  The  rest  of 
the  large  banks  are  scheduled  for  mutual  fund  ex¬ 
aminations  in  1994. 

Going  forward,  the  OCC  will  examine  all  national  banks 
that  sell  mutual  funds  or  annuities  as  part  of  the  OCC’s 
regularly  scheduled  examinations.  The  frequency  of 
examination  varies  from  every  12  to  every  18  months, 
depending  on  the  bank’s  asset  size,  its  overall  condi¬ 
tion,  and  the  occurrence  of  a  change  in  control  of  a 
bank.  Most  banks  will  be  examined  once  every  12 
months. 

Examiners  will  use  the  new  examination  procedures 
that  I  described  above.  They  will  review  the  bank’s 
business  plan  and  its  policies  and  procedures  govern¬ 
ing  its  mutual  fund  operations,  its  compliance  with  OCC 
guidelines,  its  response  to  any  criticism  that  the  OCC 
made  in  previous  examinations,  and  its  compliance 
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with  all  other  applicable  laws,  rules,  regulations,  and 
regulatory  conditions  imposed  by  bank  regulators. 

Examinations  will  be  tailored  to  the  scope  of  the  bank’s 
mutual  fund  sales  activities.  Large  banks  that  operate 
their  own  sales  program  will  initially  be  examined  more 
extensively  than  community  banks  that  rely  exclusively 
on  independent  third-party  vendors  to  operate  their 
mutual  fund  sales  programs.  In  both  cases,  however, 
examiners  will  expand  the  scope  of  the  examination  to 
address  issues  raised  in  their  initial  review. 

Federal  Securities  Laws  and  Regulation 

Many  banking  companies  choose  to  conduct  broker¬ 
age  operations  such  as  mutual  fund  brokerage  in 
separate  subsidiaries  or  affiliates  of  the  bank.  Those 
separate  entities  are  regulated  by  the  SEC  and  the 
NASD  in  the  same  manner  as  any  other  nonbank 
broker.  Moreover,  such  entities  are  subject  to  additional 
oversight  under  the  federal  banking  laws.  Similarly, 
many  banks  conduct  investment  advisory  activities  in 
separate  companies  that  are  regulated  under  both  the 
Investment  Advisors  Act  and  federal  banking  laws. 

Congress  provided  certain  bank  exemptions  from  the 
federal  securities  laws  by  excluding  banks  from  the 
definition  of  broker/dealer  under  the  Securities  and 
Exchange  Act  of  1934  and  from  coverage  under  the 
Investment  Advisers  Act  of  1940.  However,  banks  are 
still  subject  to  a  comprehensive  regulatory  scheme  that 
addresses  many  of  the  same  types  of  concerns  as  the 
federal  securities  laws.  For  example,  those  banks  that 
conduct  these  activities  under  the  exemptions  from  the 
federal  securities  laws  are  subject  to: 

•  Anti-fraud  provisions  under  Section  1 0b  of  the 
Exchange  Act  and  Rule  10b-5; 

•  The  Interagency  Statement  on  Sales  of  Non- 
deposit  Investment  Products ; 

•  Recordkeeping  and  confirmation  require¬ 
ments  for  brokerage  customers  under  1 2  CFR 
12; 

•  Fiduciary  rgulations  at  1 2  CFR  9  and  fiduciary 
obligations  imposed  by  state  law; 

•  The  same  restrictions  that  apply  to  nonbank 
investment  advisors  in  the  Investment  Com¬ 
pany  Act  of  1 940,  for  national  banks  acting  as 
investment  advisers  to  registered  investment 
companies; 


•  SEC  examinations  of  national  banks  acting  as 
investment  advisers  to  registered  investment 
companies; 

•  Restrictions  on  transactions  with  affiliates  im¬ 
posed  by  Sections  23A  and  23B  of  the 
Federal  Reserve  Act;  and 

•  Enforcement  actions  brought  by  their  primary 
banking  regulator,  pursuant  to  12  U.S.C. 
1818,  for  violations  of  any  law  or  regulation, 
unsafe  or  unsound  banking  practices,  or  for 
violations  of  any  conditions  imposed  in  writing 
by  the  appropriate  federal  banking  agency  in 
connection  with  the  grant  of  any  application 
or  other  request  by  the  bank. 

Banks  are  thus  subject  to  a  combination  of  banking  and 
securities  laws  and  supervision  by  bank  and  securities 
regulators.  To  the  extent  Congress  has  exempted  cer¬ 
tain  bank  functions  from  the  securities  laws,  the  primary 
regulators  of  banks  operating  in  those  areas  have  the 
authority  and  the  responsibility  to  ensure  that  banks 
conduct  those  activities  safely,  soundly  and  in  the  best 
interests  of  the  investing  public.  Should  the  OCC  find 
that  additional  specific  regulation  is  warranted  for  these 
activities,  we  will  certainly  take  appropriate  action,  includ¬ 
ing  adopting  any  needed  regulations  and/or  imposing 
appropriate  conditions  in  connection  with  the  grant  of 
bank  applications  related  to  securities  activities. 

Coordination  with  the  SEC 

The  OCC  and  SEC  coordinate  their  oversight  of  mutual 
fund  activities  in  a  number  of  areas. 

Joint  Examinations.  The  OCC  has  proposed  to  the  SEC 
that  the  two  agencies  conduct  joint  examinations  of 
banks  and  operating  subsidiaries  involved  in  mutual 
fund  sales  activities.  On  February  22,  1994,  OCC  and 
SEC  staffs  discussed  developing  general  guidelines  for 
handling  these  examinations. 

The  OCC  has  proposed  to  the  SEC  that  the  two  agen¬ 
cies  coordinate  examination  efforts  for  banks  and 
operating  subsidiaries  that  are  subject  to  oversight  by 
both  agencies.  We  also  proposed  coordinating  ex¬ 
aminations  on  entities  that,  although  subject  to  only  one 
agency’s  oversight,  would  be  relevant  to  the  other 
agency’s  supervisory  efforts. 

For  example,  the  SEC  has  expressed  concern  about  its 
inability  to  examine  national  bank  investment  advisory 
activities.  The  SEC  has  the  authority  to  review  banks’ 
records  relating  to  mutual  funds  advised  by  banks.  The 
SEC  would  like  to  review  other  bank  investment  ad¬ 
visory  records  to  determine  if  banks  are  allocating  more 
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favorable  trades  to  particular  customers  rather  than 
mutual  funds.  Through  our  coordination  efforts,  we  should 
be  able  to  obtain  jointly,  or  to  share  with  each  other, 
information  that  would  permit  the  SEC  and  OCC  to  identify 
abusive  practices.  In  the  past,  the  OCC  and  SEC  have 
conducted  joint  examinations  of  bank  transfer  agents. 

Sharing  Information.  The  OCC  and  SEC  share  a  variety 
of  supervisory  and  examination  information.  The  OCC 
has  provided  the  SEC  access  to  our  reports  of  examina¬ 
tions.  work  papers,  and  examiners  in  connection  with 
SEC  investigations.  We  also  provide  information  to  the 
SEC  to  assist  it  with  review  of  disclosures  relating  to 
bank  holding  companies  with  national  bank  operating 
subsidiaries.  The  OCC  also  refers  potential  violations 
of  law  to  the  SEC  and  has  brought  joint  enforcement 
actions  in  appropriate  cases. 

The  SEC  has  also  provided  the  OCC  with  access  to  its 
inspection  reports  and  internal  memorandum,  and 
referred  cases  to  the  OCC. 

Disclosures.  OCC  staff  arranged  an  interagency  meet¬ 
ing  with  staff  of  the  SEC,  the  Federal  Reserve  Board, 
and  the  Office  of  Thrift  Supervision  to  discuss  coor¬ 
dinating  banking  agency  disclosures  with  the  SEC’s 
disclosures.  We  discussed  the  possibility  of  developing 
consistent  disclosures  for  both  bank  regulatory  pur¬ 
poses  and  for  SEC  requirements,  particularly  with 
regard  to  the  SEC’s  required  disclosures  on  the  cover 
page  of  the  prospectus.  We  also  discussed  the  SEC’s 
plans  to  handle  situations  where  funds  are  sold  in 
bank-related  sales  without  the  required  disclosures  on 
the  prospectus. 

Finally,  OCC  staff  also  discussed  with  the  SEC  that  the 
Investment  Company  Institute  (ICI)  had  written  to  all  of 
the  agencies  suggesting  that  we  consider  consistent 
disclosures  for  money  market  funds.  The  ICI  asked  that 
we  consider  coordinating  the  banking  agencies'  loss  of 
principal  disclosure  with  the  SEC’s  warning  that  the 
constant  net  asset  value  may  not  be  maintained. 

Mellon/Dreyfus 

Under  OCC  regulations,  a  national  bank  that  intends  to 
acquire,  establish,  or  perform  new  activities  in  an 
operating  subsidiary  must  notify  the  OCC  before  doing 
so.  The  bank  may  proceed  with  its  plans  unless  the 
OCC  notifies  the  bank  within  30  days  that  creation  of 
the  subsidiary  raises  issues  that  require  additional  in¬ 
formation  or  additional  time  for  analysis.  In  that  event, 
the  bank  cannot  proceed  until  it  receives  written  ap¬ 
proval  from  the  OCC. 

On  December  30,  1993,  Mellon  Bank,  N.A.,  filed  notice 
with  the  OCC  of  its  intention  to  acquire  the  Dreyfus 


Corporation  (Dreyfus)  as  an  operating  subsidiary  of  the 
bank.  Dreyfus  proposes  to  engage  only  in  activities  that 
the  OCC  has  previously  found  to  be  permissible  for 
national  banks  and  their  operating  subsidiaries,  such 
as  brokerage  services,  investment  advice  to  mutual 
funds  and  the  public,  and  administrative  services  to 
mutual  funds  and  their  shareholders.  Dreyfus  would  not 
engage  in  the  underwriting,  issue,  flotation,  public  sale, 
or  distribution  of  securities  —activities  which  the  Glass- 
Steagall  Act  generally  prohibits  for  national  banks.  The 
OCC  publicly  announced  the  receipt  of  the  Mellon 
notification  in  the  OCC’s  Weekly  Bulletin,  as  we  do  for 
all  operating  subsidiary  notifications.  On  January  5th, 
the  OCC  notified  Mellon  that  it  was  extending  the  30- 
day  period  to  allow  for  thorough  review  of  this  complex 
transaction. 

As  part  of  the  notice,  Mellon  made  various  factual  repre¬ 
sentations  and  commitments  concerning  the  proposed 
activities  of  Mellon  and  Dreyfus.  The  representations  and 
commitments  are  aimed  at  ensuring  that  the  transaction 
is  consistent  with  bank  safety  and  soundness  require¬ 
ments,  consumer  protection,  and  various  legal  require¬ 
ments.  In  particular,  the  representations  and 
commitments  relate  to  transactions  between  the  bank,  the 
subsidiaries,  and  the  mutual  funds;  transactions  between 
the  bank  and  the  subsidiaries  and  the  third  party  dis¬ 
tributor;  disclosure  matters;  conflicts  of  interest;  and  other 
important  issues.  Mellon  also  provided  a  Policy  Statement 
on  Mutual  Funds  that  addresses  many  of  these  matters. 
Mellon  and  Dreyfus,  in  a  letter  to  Chairman  Dingell  dated 
February  1 8, 1 994,  indicated  their  willingness  to  have  the 
commitments  set  forth  in  the  Policy  Statement  become 
conditions  of  regulatory  approval.  Although  the  OCC  has 
made  no  final  decisions,  if  we  were  to  approve  the  notice, 
the  written  conditions  the  OCC,  at  a  minimum,  would  likely 
impose  would  cover  the  voluntary  commitments  set  forth 
in  the  Policy  Statement. 

Under  previous  Comptrollers,  the  OCC  has  not  general¬ 
ly  provided  for  formal  public  notice  and  comment  on 
operating  subsidiary  filings,  reasoning  that  any  activity 
that  would  be  judged  permissible  in  an  operating  sub¬ 
sidiary  would  by  definition  be  permitted  without  prior 
notice  in  the  bank  itself.  I  believe,  however,  that  public 
comment  may  be  appropriate  in  cases  where  the  na¬ 
ture  of  the  activities  to  be  carried  out  in  the  operating 
subsidiary,  the  size  of  the  transaction,  or  other  unusual 
factors  raise  special  legal  or  policy  issues.  I  have 
therefore  initiated  a  review  of  the  OCC’s  policies  in  this 
area,  and  I  plan  to  request  comment  on  a  proposed  rule 
that  would  require  publication  of  notice  in  the  Federal 
Register  of  operating  subsidiary  notifications  that  raise 
novel  questions  of  law  or  policy. 

In  light  of  the  novel  and  complex  issues  raised  by  the 
Mellon  proposal,  and  also  by  First  Union  National 
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Bank’s  similar  proposal  to  acquire  Lieber  and  Company 
and  the  Evergreen  Asset  Management  Corporation,  we 
have  decided  to  publish  these  two  proposals  for  public 
comment.  The  comment  notice  appeared  in  the  Federal 
Register  on  February  23,  1994.  We  look  forward  with 
great  interest  to  the  comments  that  we  will  receive,  and 
we  are  confident  they  will  improve  the  quality  of  our 
decisionmaking  process. 

The  OCC  is  currently  reviewing  Mellon’s  proposal  to 
ensure  that  all  of  the  proposed  activities  are,  in  fact, 
permitted  by  law.  We  will  not  approve  the  proposal 
unless  this  is  the  case.  We  are  also  evaluating  the 
management  controls  proposed  for  both  Mellon  and  its 
operating  subsidiary,  including  the  adequacy  and  in¬ 
dependence  of  management  and  board  oversight  and 
other  control  systems,  the  business  plans  and 
strategies  of  both  Mellon  and  Dreyfus,  and  their  written 
policies  and  procedures,  audit  programs,  and  com¬ 
pliance  programs.  Our  review  places  particular  em¬ 
phasis  on  the  controls  governing  the  relationship 
between  Mellon  and  Dreyfus,  and  on  the  safeguards 
that  will  help  to  ensure  that  customers  understand 
which  products  offered  by  the  combined  entity  are 
federally  insured  and  which  are  not. 

Because  bank  operating  subsidiaries  involved  in 
mutual  fund  activities  are  also  regulated  by  the 
Securities  and  Exchange  Commission,  we  are  coor¬ 
dinating  our  review  of  the  Mellon  proposal  with  the  SEC. 
We  have  met  with  senior  SEC  staff  to  discuss  the  SEC’s 
general  procedures  for  supervising  mutual  fund  com¬ 
panies  such  as  Dreyfus.  We  also  inquired  specifically 
about  the  SEC’s  experience  regulating  Dreyfus,  and 
asked  whether  the  SEC  had  any  particular  concerns 
that  we  should  be  aware  of  as  we  process  Mellons 
proposal. 

After  the  OCC  concludes  its  review  of  the  proposal,  we 
will  decide  whether  to  approve  the  proposal,  and  if 
the  decision  is  to  approve — what  special  conditions 
should  be  placed  on  Mellon  or  Dreyfus  beyond  those 
offered  in  the  proposal. 

Safety  and  Soundness  Issues.  The  OCC  is  carefully 
evaluating  the  safety  and  soundness  implications  of  the 
proposed  acquisition,  including  the  fact  that  Mellon  is 
proposing  to  operate  Dreyfus  as  an  operating  sub¬ 
sidiary.  The  safety  and  soundness  issues  raised  by  this 
proposal  are  similar  to  those  involved  in  other  operating 
subsidiary  proposals  involving  mutual  funds  that  the 
OCC  has  approved.  Nevertheless,  the  volume  of  busi¬ 
ness  that  Dreyfus  would  bring  to  Mellon  makes  this 
proposal  unique. 

The  principal  financial  risks  posed  by  mutual  fund 
operations  include  liquidity  risk  (the  risk  that  a  bank  will 


cover  losses  arising  from  a  fund’s  inability  to  meet 
redemption  requests),  operational  risk  (the  risk  that  a 
bank  will  suffer  losses  because  it  lacks  necessary 
expertise  or  operational  infrastructure),  and  legal  risk 
(the  risk  of  losses  due  to  lawsuits  brought  by  customers 
or  enforcement  action  brought  by  the  bank’s 
regulators).  These  and  other  risks  are  not  unique  to 
mutual  funds;  they  arise  in  other  banking  activities  as 
well.  Whenever  the  OCC  evaluates  a  proposal  for  a 
bank  to  set  up  an  operating  subsidiary,  we  consider  the 
adequacy  of  the  controls  to  deal  with  these  risks.  Risk 
management  is  also  a  central  focus  of  OCC  examina¬ 
tions,  for  mutual  fund  activities  carried  out  in  banks,  in 
operating  subsidiaries,  and  through  third-party  ven¬ 
dors. 

From  the  perspective  of  bank  safety  and  soundness, 
the  most  serious  concern  raised  by  a  proposal  such  as 
Mellon’s  is  the  possibility  of  exposure  to  operational  or 
fiduciary  losses  in  its  mutual  funds  subsidiary.  Bank 
managers  might  feel  strong  pressure  to  reimburse  an 
affiliated  mutual  fund  or  its  customers  for  market  losses, 
particularly  if  a  money-market  mutual  fund  managed  by 
the  bank  would  otherwise  fail  to  maintain  a  constant  net 
asset  value.  Bank  managers  might  also  feel  pressure 
to  provide  emergency  credit  to  or  investments  in  a 
mutual  fund  subsidiary  to  cover  an  unexpected  surge 
in  redemptions. 

We  are  looking  closely  at  the  Mellon/Dreyfus  proposal 
to  determine  whether  it  contains  adequate  safeguards 
against  any  such  depletion  of  bank  capital.  In  cases 
where  operating  subsidiaries  would  otherwise  pose  an 
unacceptable  risk  to  bank  capital,  the  OCC  has  limited, 
as  a  condition  of  approval,  the  amount  that  a  bank  may 
invest  in  its  operating  subsidiary.  If  circumstances  war¬ 
rant,  we  can  place  similar  limits  on  Mellon. 

But  it  is  important  to  keep  this  risk  in  perspective.  The 
possibility  of  loss  to  the  parent  bank  is  not  unique  to 
mutual  fund  subsidiaries:  it  exists  with  respect  to  ac¬ 
tivities  conducted  in  a  division  of  the  bank  itself.  Mutual 
fund  sales  pose  less  risk  to  banks  than  many  more 
traditional  banking  activities,  since  the  risk  that  the 
mutual  fund's  holdings  could  decline  in  value  is  borne 
by  the  customer  rather  than  the  bank;  although  a  sharp 
decline  in  the  market  could  increase  mutual  funds’ 
liquidity  risk. 

We  also  need  to  ensure  that  the  operations  of  the  parent 
bank  do  not  endanger  its  mutual  fund  subsidiary.  In 
particular,  the  Dreyfus  Corporation  currently  holds  far 
more  capital  than  is  required  by  the  SEC’s  capital 
requirements.  This  capital  for  the  most  part  reflects 
direct  investments  by  Dreyfus,  by  virtue  of  which 
Dreyfus  shareholders  benefit  from  the  firm’s  investment 
management  capabilities.  The  surplus  capital  cushion 
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also  provides  an  extra  margin  of  protection  to  Dreyfus 
customers. 

If  the  OCC  decides  to  allow  Mellon  to  acquire  Dreyfus 
as  an  operating  subsidiary,  Dreyfus's  excess  capital  will 
strengthen  the  balance  sheet  of  the  combined  entity. 
This  improvement  in  Mellon's  capital  position  will  not 
come  at  the  expense  of  Dreyfus  customers,  as  long  as 
Mellon  is  adequately  capitalized  in  light  of  all  the  risks 
faced  by  the  combined  entity.  The  OCC  is  currently 
reviewing  Mellon's  proposal  to  determine  what  effect 
the  consolidation  of  Mellon  and  Dreyfus  would  have  on 
Dreyfus's  net  capital  ratio.  If  the  OCC  approves  the 
transaction,  we  will  insist  as  a  condition  of  approval  that 
Dreyfus  remain  in  compliance  with  all  financial  respon¬ 
sibility  standards,  including  the  capital  requirements 
established  by  securities  laws. 

Conflict  of  Interest  Issues.  In  addition  to  posing  risks  to  the 
bank,  and  to  customers  who  misunderstand  the  risks  of 
their  mutual  fund  investments,  mutual  fund  sales  and 
other  mutual  fund  activities  can  give  rise  to  potential 
conflicts  of  interest.  For  example,  a  bank  could  be  open 
to  charges  of  conflict  of  interest  if  it  lent  to  a  company 
whose  securities  were  held  by  a  bank-managed  mutual 
fund,  if  the  mutual  fund  made  off-market  purchases  of 
securities  from  the  bank’s  investment  account  (or  from 
bank  customers  or  creditors),  if  the  mutual  fund  invested 
funds  in  securities  which  assisted  a  bank  customer  in 
paying  off  bad  debts  to  the  bank,  or  if  a  fund  manager 
traded  on  his  own  account  in  advance  of  a  trade  of  the 
same  securities  on  the  fund's  account.  The  absence  of 
strong  controls  could  result  in  charges  of  self-dealing  and 
possible  financial  liability.  In  reviewing  Mellon's  proposal 
to  acquire  the  Dreyfus  Corporation,  the  OCC  is  consider¬ 
ing  the  potential  for  conflicts  of  interest  and  the  policies 
and  procedures  that  Mellon  would  use  to  identify  and 
avoid  possible  conflicts. 

Here  too,  however,  it  is  important  to  put  the  issue  in 
context.  The  same  kinds  of  issues  arise  when  banking 
firms  have  securities  subsidiaries — or,  indeed,  trust 
departments.  Both  the  banking  industry  and  its 
regulators  have  a  long  history  of  experience  in  this  area. 
Banking  and  securities  laws,  rules,  and  regulations 
include  a  broad  range  of  conflict  of  interest  restrictions 
designed  to  ensure  that  bank  customers  and  mutual 
fund  customers  are  not  placed  at  a  disadvantage  by 
insiders.  These  restrictions  cover  banks  acting  in  their 
fiduciary  capacity  as  well  as  banks  serving  as  broker- 
dealers  for  their  customers.  Banks  providing  invest¬ 
ment  advice  to  mutual  funds  are  also  subject  to  a  host 
of  disclosure  requirements  and  prohibitions  against 
self-dealing. 

Because  a  breach  of  a  bank's  obligations  to  its  cus¬ 
tomers  can  expose  the  bank  to  significant  legal  liability, 


banks  generally  adhere  to  internal  conflict  of  interest 
policies  above  and  beyond  the  regulatory  require¬ 
ments.  One  of  the  primary  functions  of  the  OCC  as 
regulator  is  to  ensure  that  these  internal  systems  and 
controls  meet  or  exceed  legal  requirements  and  are 
enforced.  Our  examination  experience  in  this  areas 
indicates  that  bank  managers  and  directors  share  our 
concern  for  implementation  and  enforcement  of  strict 
conflict  of  interest  policies. 

Conclusion 

Our  nation  needs  a  strong  banking  system  —  not  for 
the  sake  of  having  a  strong  banking  system,  but  for  the 
sake  of  the  public.  We  need  a  banking  system  that  can 
foster  economic  growth,  and  enable  disadvantaged 
people  to  participate  in  that  growth.  For  our  banking 
system  to  remain  strong,  banks  must  be  able  to 
respond  to  changes  in  the  market  for  financial  services. 
To  prohibit  banks  from  responding  to  change  would 
reduce  both  competitiveness  and  safety  and  sound¬ 
ness.  To  reduce  the  range  of  products  and  services 
from  which  consumers  may  choose  would  impoverish 
our  marketplace  and  our  economy. 

One  of  the  clearest  changes  in  the  past  decade  has 
been  the  growing  role  of  mutual  funds  in  the  financial 
services  industry.  With  appropriate  protections  for  con¬ 
sumers  and  safeguards  aimed  at  maintaining  safety 
and  soundness,  banks  can  take  part  in  that  change. 
Banks  are  well  positioned  to  meet  customer  needs  in 
the  mutual  fund  market,  due  to  their  extensive  network 
of  branches,  which  reaches  into  virtually  every  com¬ 
munity  in  the  nation;  their  long-standing  tradition  of 
fulfilling  the  fiduciary  needs  of  their  customers;  and 
their  established  relationships  with  most  of  the  nation’s 
households.  Bank  sales  of  mutual  funds,  whether 
through  an  operating  subsidiary  or  directly  from  the 
bank,  can  be  fundamentally  beneficial  to  the  banking 
public.  They  offer  customers  greater  convenience  and 
greater  choice  in  shopping  for  mutual  fund  services, 
and  permit  banks  to  compete  on  an  equal  footing  with 
other  providers  of  financial  services. 

But  the  rapid  growth  in  bank  sales  of  mutual  funds  also 
raises  a  number  of  serious  policy  issues  that  regulators 
and  the  banking  industry  need  to  address.  Bank  mutual 
fund  operations  must  incorporate  adequate  customer 
protections  and  safeguards  against  potential  conflicts 
of  interest.  They  must  not  endanger  the  financial  sound¬ 
ness  of  banks  or  their  mutual  fund  subsidiaries.  They 
must  observe  legal  limitations  on  permissible  banking 
activities,  and  they  must  be  adequately  supervised.  We 
are  weighing  these  issues,  as  well  as  the  specific 
circumstances  of  Mellon  Bank,  as  we  consider  Mellon’s 
proposal  to  acquire  the  Dreyfus  Corporation. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Financial  Institutions,  Supervision,  Regulation,  and  Deposit 
Insurance  of  the  House  Committee  on  Banking,  Finance,  and  Urban  Affairs,  on 
bank  sales  of  mutual  funds,  Washington,  DC,  March  8,  1994 


Mr.  Chairman  and  members  of  the  subcommittee,  I  am 
pleased  to  be  here  to  testify  on  the  issues  related  to 
bank  sales  of  mutual  funds.  As  supervisor  of  national 
banks,  the  Office  of  the  Comptroller  of  the  Currency 
(OCC)  is  firmly  committed  to  ensuring  that  banks  fully 
inform  their  customers  about  the  uninsured  status  of  the 
mutual  funds  or  other  nondeposit  investment  products 
they  buy  on  bank  premises.  As  bank  retail  sales  of 
mutual  funds  have  grown  in  recent  years,  such 
safeguards  have  become  increasingly  important  —  to 
protect  bank  customers  and  to  protect  banks  that  sell 
uninsured  investment  products. 

My  statement  will  describe  the  important  steps  our 
agency  has  taken  to  help  ensure  that  bank  customers 
are  fully  informed  about  the  risks  associated  with  non¬ 
deposit  investment  products: 

•  In  July  1993,  we  published  detailed  industry 
guidance  on  the  retail  sale  of  mutual  funds 
and  other  nondeposit  investment  products. 

•  We  worked  closely  with  the  other  federal 
regulators  of  banks  and  thrifts  to  develop  an 
interagency  policy  statement,  which  the 
agencies  released  jointly  last  month. 

•  I  had  a  number  of  meetings  with  industry 
leaders  to  impress  upon  them  the  importance 
of  taking  steps  to  avoid  customer  confusion. 
Partially  as  a  result  of  those  meetings,  the 
banking  trade  associations  adopted  retail  in¬ 
vestment  sales  guidelines. 

•  The  OCC  developed  a  program  of  mutual 
fund  examinations,  and  issued  new  examina¬ 
tion  procedures  to  ensure  that  national  banks 
comply  with  our  guidelines. 

•  I  had  a  number  of  meetings  with  Securities 
and  Exchange  Commission  (SEC)  Chairman 
Arthur  Levitt  to  discuss  the  issues  surround¬ 
ing  bank  sales  of  mutual  funds,  and  we  in¬ 
itiated  ongoing  staff-to-staff  contacts  to  see 
how  we  could  coordinate  our  supervisory  ef¬ 
forts. 

•  OCC  and  SEC  staff  have  initiated  a  joint  re¬ 
search  effort,  including  a  comprehensive  sur¬ 


vey  of  households,  to  improve  our  under¬ 
standing  of  the  sources  of  confusion  when 
individuals  purchase  mutual  fund  shares  and 
to  learn  what  kinds  of  disclosures  work  best 
in  addressing  that  confusion.  Working  with 
the  banking  industry,  the  OCC  has  begun  an 
effort  to  learn  directly  from  bank  customers 
about  their  experiences  in  purchasing  mutual 
funds  from  banks. 

•  We  published  a  brochure  entitled  Deposits 
and  Investments:  There’s  A  Critical  Difference 
to  alert  bank  customers  to  the  risks  in  non¬ 
deposit  products  sold  by  banks.  Nearly  one 
million  copies  of  the  brochure  have  been 
made  available  to  the  public. 

We  are  working  steadily  toward  the  important  goal  of 
customer  protection,  through  the  adoption  of  the  inter¬ 
agency  policy  statement  and  the  other  actions  I  will 
now  describe.  Certainly,  however,  if  we  should  find  in 
the  future  that  we  are  falling  short  of  our  goal,  we  will 
take  further  action. 

OCC  Initiatives  to  Ensure  that  Banks  Adequately 
Disclose  Risks  of  Uninsured  Products 

The  sale  of  mutual  funds  by  banks  affords  the  public 
greater  convenience  and  permits  banks  to  compete 
more  effectively  for  customers,  but  those  benefits  will 
be  realized  only  if  mutual  fund  sales  are  accompanied 
by  full  consumer  protections.  The  presumption  that 
bank  customers  are  protected  from  loss  by  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  appears  to  be 
deeply  ingrained  in  the  public  perception  of  bank 
products. 

The  OCC  has  a  clear  responsibility  to  ensure  that 
customers  of  national  banks  are  fully  informed  about 
the  uninsured  status  of  the  mutual  funds  and  other 
nondeposit  investment  products  that  national  banks 
offer.  Banks  that  sell  mutual  funds  need  to  convey 
clearly  to  their  customers  that  mutual  fund  investments 
differ  from  bank  deposits:  customers  risk  the  loss  of 
both  principal  and  earnings,  and  federal  deposit  in¬ 
surance  does  not  protect  against  such  losses.  Since  I 
became  Comptroller,  the  OCC  has  taken  a  number  of 
steps  to  improve  our  supervision  of  banks  engaged  in 
the  retail  sale  of  nondeposit  investment  products. 


83 


Supervision  of  Bank  Mutual  Fund  Activities 
As  bank  mutual  fund  sales  increased  in  volume,  the 
OCC  and  its  sister  agencies  have  recognized  the  need 
for  more  comprehensive  policy  guidance.  On  July  19. 
1993,  the  OCC  issued  Banking  Circular  274.  That  cir¬ 
cular  provided  the  first  comprehensive  guidance  to 
national  banks  on  the  sale  of  mutual  funds,  annuities, 
and  other  nondeposit  investment  products  On 
February  17,  1994,  the  OCC,  the  Federal  Deposit  In¬ 
surance  Corporation  (FDIC),  the  Federal  Reserve 
Board,  and  the  Office  of  Thrift  Supervision  jointly  issued 
the  Interagency  Statement  on  Retail  Sales  of  Non¬ 
deposit  Investment  Products,  which  replaced  the 
guidances  issued  by  the  individual  agencies  includinq 
Banking  Circular  274. 

The  new  Interagency  Statement  covers  all  aspects  of  a 
banks  nondeposit  retail  sales  operation,  including 
sales  by  bank  employees  and  sales  by  employees  of 
third  party  vendors  on  bank  premises.  The  guidance 
stresses  that  banks  should  view  customers’  interests  as 
central  to  all  aspects  of  their  sales  programs,  and  that 
the  federal  banking  regulators  will  take  appropriate 
actions  to  address  unsafe  and  unsound  banking  prac¬ 
tices  and  violations  of  law  and  regulations  associated 
with  bank-related  sales  of  mutual  funds  and  other  retail 
nondeposit  investment  products. 

To  reduce  customer  confusion  between  insured  and 
uninsured  products,  the  Interagency  Statement  con¬ 
tains  the  following  specific  guidelines: 

•  Disclosure  and  advertising  for  mutual  fund 
and  other  investment  products  should  clearly 
indicate  that  the  products  are  not  FDIC  in¬ 
sured,  are  not  obligations  of  the  bank,  are  not 
guaranteed  by  the  bank,  and  involve  risk, 
including  the  possible  loss  of  principal.  Banks 
should  obtain  a  signed  statement  from  cus¬ 
tomers  acknowledging  that  they  have  been 
informed  as  to  the  nature  of  these  investment 
products. 

•  Bank  tellers  or  other  bank  employees  working 
in  the  teller  area  should  not  sell  uninsured 
investment  products  or  offer  investment  ad¬ 
vice.  Banks  should  take  steps  to  distinguish 
between  the  retail  deposit-taking  and  retail 
nondeposit  sales  functions. 

•  A  bank  should  not  offer  investment  products 
with  a  name  identical  to  that  of  the  bank. 
Because  of  the  potential  for  customer  con¬ 
fusion,  the  guidance  warns  banks  about  the 
risk  of  marketing  or  offering  investment 
products  that  have  names  similar  to  the 


banks  name,  and  provides  for  heightened 
scrutiny  of  programs  that  use  such  names. 

The  interagency  guidance  also  covers  the  supervision 
and  training  of  staff  who  recommend  and  sell  invest¬ 
ment  products,  compensation  incentives  for  staff,  and 
the  need  to  ensure  that  particular  investment  products 
that  the  bank  recommends  are  suitable  for  the  in¬ 
dividual  customer. 

In  August  and  September  1 993,  the  OCC  began  testing 
detailed  examination  procedures  for.  mutual  fund  ac¬ 
tivities  of  national  banks  and  training  examiners  in  the 
use  of  those  procedures.  On  February  24,  1994,  draw¬ 
ing  on  experience  gained  in  using  the  draft  procedures 
in  the  field,  the  OCC  issued  detailed  guidance  to  ex¬ 
aminers  on  retail  sales  of  nondeposit  investment 
products  such  as  mutual  funds. 

The  guidance  sets  forth  the  procedures  that  examiners 
are  to  use  when  evaluating  the  adequacy  of  a  bank’s 
policies  and  procedures.  It  instructs  examiners  to 
determine  that: 

•  The  bank’s  board  of  directors  and  senior 
management  oversee  the  scope  and  direc¬ 
tion  of  the  bank’s  mutual  fund  (and  other  retail 
nondeposit  investment  sales)  activities. 

The  bank  has  implemented  appropriate 
standards  for  the  qualifications,  training, 
compensation  of  mutual  fund  sales  person¬ 
nel,  and  senior  management  provides  the 
appropriate  oversight.  ' 

•  The  bank’s  customer  disclosures  are  con¬ 
spicuous,  and  both  disclosures  and  advertis¬ 
ing  are  accurate  and  complete,  placing 
particular  emphasis  on  the  riskiness  and 
uninsured  status  of  mutual  fund  accounts. 

The  bank  has  developed  appropriate  sys¬ 
tems  to  ensure  that  sales  personnel  make 
suitable  recommendations  to  individual  bank 
customers,  and  that  management  is  dis¬ 
charging  its  responsibilities  under  these  sys¬ 
tems. 

•  The  bank’s  policies  governing  the  permis¬ 
sible  uses  of  bank  customer  information 
reduce  possible  confusion  among  depositors 
who  are  being  solicited  to  purchase  mutual 
funds  and  other  nondeposit  investment 
products. 

The  bank  is  in  compliance  with  state  and 
federal  restrictions  on  the  sale  of  mutual  fund 
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transactions  involving  the  bank's  fiduciary  ac¬ 
counts. 

•  The  bank  is  exercising  appropriate  oversight 
of  third  party  vendors. 


Mutual  Fund  Examinations 

In  the  past  year,  OCC  examiners  visited  over  300 
national  banks,  including  all  of  the  multinational  banks, 
that  are  active  in  mutual  fund  sales  to  review  the  kinds 
of  disclosures  they  are  using  and  how  well  they  are 
working.  During  our  review,  our  examiners  found  many 
instances  of  incomplete  or  insufficiently  conspicuous 
disclosures.  In  such  circumstances,  our  policy  has 
been  to  discuss  our  findings  with  bank  management 
and  provide  additional  clarification  of  our  expectations 
where  needed.  We  have  required  many  banks  to  revise, 
supplement,  or  remove  from  circulation  any  inap¬ 
propriate  disclosures.  We  have  also  required  banks  to 
develop  systems  to  help  ensure  compliance  in  the 
future.  Generally,  we  have  found  these  institutions  to  be 
cooperative  in  implementing  corrective  measures. 
They  have  adopted  central  review  processes,  scripts 
for  use  by  bank  and  sales  personnel,  and  testing 
programs  to  ensure  that  their  systems  are  effective. 
Some  banks  have  unwound  customer  transactions 
after  we  pointed  out  deficiencies  in  existing  systems. 

Going  forward,  the  OCC  will  examine  all  national  banks 
that  sell  mutual  funds  or  annuities  as  part  of  the  OCC’s 
regularly  scheduled  examinations.  The  frequency  of 
examination  varies  from  every  12  to  every  18  months, 
depending  on  the  bank’s  asset  size,  its  overall  condi¬ 
tion,  and  the  occurence  of  a  change  in  control  of  a  bank. 
We  will  examine  most  banks  once  every  12  months. 

In  these  examinations,  our  examiners  will  use  the  new 
procedures  that  I  described  above.  They  will  review  the 
bank's  business  plan  and  the  policies  and  procedures 
governing  its  mutual  fund  operations,  its  compliance  with 
OCC  guidelines,  its  response  to  any  criticism  that  the 
OCC  made  in  previous  examinations,  and  its  compliance 
with  all  other  applicable  laws,  rules,  regulations,  and 
regulatory  conditions  imposed  by  bank  regulators.  They 
will  review  selected  individual  accounts  to  ensure  that 
sales  representatives  are  adequately  trained  and  are 
following  appropriate  procedures. 

We  will  tailor  the  examinations  to  the  scope  of  the  bank's 
mutual  fund  sales  activities.  Large  banks  that  operate 
their  own  sales  programs  will  initially  receive  more 
extensive  examinations  than  community  banks  that  rely 
exclusively  on  independent  third  party  vendors  to 
operate  their  mutual  fund  sales  programs.  In  both 
cases,  however,  examiners  will  expand  the  scope  of  the 


examination  to  address  issues  raised  in  their  initial 
review. 

Nevertheless,  it  is  clear  to  any  newspaper  reader  that 
we  still  have  far  to  go  in  this  area.  Many  institutions 
continue  to  market  their  mutual  fund  products  in  ways 
that  could  mislead  some  consumers.  In  months  ahead, 
we  will  be  treating  such  practices  with  increasing 
severity. 

OCC  Examiner  Training  on  Mutual  Funds 

The  OCC  is  conducting  training  sessions  for  its  ex¬ 
aminers  to  provide  information  about  the  nondeposit 
investment  products  banks  are  selling  and  OCC  policy 
regarding  bank  sales  of  those  products.  In  September, 
1993,  OCC  held  a  seminar  to  train  36  examiners  and 
capital  markets  specialists  from  each  OCC  district  and 
our  headquarters  staff.  The  seminar  addressed  issues 
related  to  bank  sales  of  mutual  funds  and  annuities, 
including  Banking  Circular  274.  Parts  of  the  training 
focused  on  questions  resulting  from  examiner  visits  to 
national  banks  conducting  mutual  fund  sales.  We 
asked  session  participants  to  field  test  the  examination 
procedures  on  retail  sales  of  nondeposit  investment 
products  that  we  released  on  February  17. 

This  month,  the  OCC’s  Capital  Markets  Group  will  hold 
a  training  session  on  mutual  funds  and  annuities  in 
Washington,  DC.  The  session  will  be  attended  by  senior 
commissioned  examiners  and  capital  markets 
specialists  with  experience  examining  mutual  funds 
and  annuity  sales  activities  in  banks.  It  will  focus  on  the 
Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investment  Products  and  practical  application  of  the 
OCC’s  examination  procedures  for  bank  activities  in 
this  area.  The  participants  will  then  return  to  their  dis¬ 
tricts  to  conduct  similar  training  sessions. 

Joint  Supervisory  Efforts  with  the  SEC 

The  OCC  and  SEC  are  coordinating  their  oversight  of 
bank  mutual  fund  sales  activities  in  the  following  two 
areas. 

Joint  Examinations.  The  OCC  has  proposed  to  the  SEC 
that  the  two  agencies  conduct  joint  examinations  of 
banks  and  operating  subsidiaries  involved  in  mutual 
fund  sales  activities.  On  February  22,  1994,  OCC  and 
SEC  staffs  discussed  developing  general  guidelines  for 
handling  these  examinations,  including  how  to  deter¬ 
mine  the  scope  of  the  examinations,  allocate  work 
responsibilities,  and  prepare  examination  reports. 

The  OCC  has  also  proposed  to  the  SEC  that  the  two 
agencies  coordinate  examination  efforts  for  banks  that 
are  subject  to  oversight  by  both  agencies.  We 
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proposed  coordinating  examinations  and  sharing  infor¬ 
mation  on  entities  that,  although  subject  to  only  one 
agency's  oversight,  would  be  relevant  to  the  other 
agency's  supervisory  efforts. 

Disclosures.  OCC  staff  arranged  an  interagency  meet¬ 
ing  with  staff  of  the  SEC,  the  Federal  Reserve  Board, 
and  the  Office  of  Thrift  Supervision  to  discuss  coor¬ 
dinating  banking  agency  disclosures  with  the  SEC's 
disclosures.  We  discussed  the  possibility  of  developing 
consistent  disclosures  for  both  bank  regulatory  pur¬ 
poses  and  for  SEC  requirements,  particularly  with 
regard  to  the  SEC’s  required  disclosures  on  the  cover 
page  of  the  prospectus.  We  also  discussed  the  SEC’s 
plans  to  handle  situations  where  funds  are  sold  in 
bank-related  sales  without  the  required  disclosures  on 
the  prospectus. 

OCC  Brochure  Alerting  Bank  Customers  to  Mutual 
Fund  Risks 

In  November  1993,  the  OCC  released  a  brochure  en¬ 
titled  Deposits  and  Investments:  There’s  A  Critical  Dif¬ 
ference.  The  brochure,  which  was  designed  to  inform 
bank  customers  that  mutual  funds  and  other  non¬ 
deposit  investment  products  they  buy  are  not  insured 
by  the  FDIC,  explains  the  difference  between  insured 
deposits  and  mutual  funds,  annuities,  or  other  invest¬ 
ments.  The  brochure  also  describes  the  role  the 
government  plays  in  regulating  deposits  and  invest¬ 
ments,  explains  investment  products,  programs,  and 
fees  charged  by  some  banks,  offers  tips  for  first-time 
investors,  and  provides  guidance  to  customers  who 
have  a  problem  or  want  to  find  out  more  about  invest¬ 
ments. 

The  OCC  mailed  the  brochure  to  all  national  banks  last 
November,  accompanied  by  a  letter  encouraging 
bankers  to  use  similar  information  in  their  own  market¬ 
ing  programs  for  investment  products.  Banks  and  other 
interested  parties,  including  law  firms,  investment 
houses,  marketing  firms,  and  trade  groups,  have 
reprinted  it  for  their  own  use.  In  addition,  the  American 
Bankers  Association  is  reproducing  the  brochure  and 
providing  multiple  copies  to  all  its  members.  Nearly  one 
million  copies  of  the  brochure  have  been  made  avail¬ 
able  to  the  public. 

Additional  Efforts 

I  personally  have  taken  every  opportunity  to  deliver  the 
message  that  bank  disclosures  are  critically  important. 
Last  year,  I  discussed  the  concerns  raised  by  bank 
mutual  fund  sales  in  three  speeches,  with  consumer 
groups,  and  in  interviews  with  the  news  media.  Last 
November,  I  sent  a  letter  to  the  chief  executive  officers 
of  all  national  banks  reiterating  the  importance  of  en¬ 


suring  that  customers  purchasing  mutual  funds  and 
other  nondeposit  investment  products  through  banks 
are  fully  informed  about  their  uninsured  status. 

OCC  Comments  Regarding  H.R.  3306 

In  your  letter  of  invitation,  you  asked  for  my  views  on 
H.R.  3306,  the  Depository  Institution  Retail  Investment 
Sales  and  Disclosure  Act.  The  OCC  strongly  supports 
the  investor  protections  that  H.R.  3306  is  designed  to 
provide;  however,  the  administration  has  not  yet  deter¬ 
mined  whether  additional  legislation  in  the  area  of  bank 
retail  sales  of  nondeposit  investment  products  is  neces¬ 
sary  at  this  time.  Along  with  the  other  federal  banking 
agencies,  our  agency  has  already  taken  significant 
steps  to  accomplish  the  goals  underlying  H.R.  3306. 

The  principal  safeguards  found  in  H.R.  3306  have  been 
built  into  the  Interagency  Statement  on  Retail  Sales  of 
Nondeposit  Investment  Products.  These  safeguards 
include  standards  for  customer  disclosures,  standards 
for  naming  nondeposit  investment  products,  require¬ 
ments  that  sales  taking  place  on  the  premises  of  a 
depository  institution  be  conducted  in  a  physical  loca¬ 
tion  distinct  from  the  area  where  retail  deposits  are 
taken,  requirements  that  sales  representatives  ascer¬ 
tain  the  suitability  of  investment  products  for  customers, 
and  an  admonition  that  tellers  and  other  employees 
located  in  deposit-taking  areas  should  not  make  invest¬ 
ment  recommendations  or  accept  orders  for  non¬ 
deposit  investment  products,  even  if  unsolicited.  The 
voluntary  guidelines  adopted  by  the  depository  institu¬ 
tion  trade  associations  also  incorporate  many  of  the 
actions  that  would  be  required  under  H.R.  3306. 

Conclusion 

The  OCC  shares  the  subcommittee’s  concern  that  bank 
customers  must  be  informed  about  the  risks  associated 
with  nondeposit  investment  products.  We  have  worked 
hard  to  send  national  banks  one  basic  message:  Banks 
must  avoid  any  sales  practices  that  have  the  potential 
to  confuse  customers  about  the  uninsured  status  of, 
and  the  nature  of  the  risks  associated  with,  any  mutual 
funds  or  other  nondeposit  investment  products  sold  on 
their  premises.  We  are  taking  a  number  of  actions  to 
help  ensure  that  banks  adopt  and  enforce  appropriate 
sales  practices,  and  that  those  practices  include  full 
and  adequate  disclosures  regarding  the  risks  as¬ 
sociated  with  any  uninsured  products.  Our  examiners 
are  reviewing  banks’  efforts  to  comply  with  these  ac¬ 
tions.  We  are  determined  to  reduce  the  level  of  cus¬ 
tomer  confusion  to  the  lowest  feasible  level.  Should  we 
find  that  our  actions  to  date  have  been  inadequate,  we 
will  take  further  steps  to  address  this  important  prob¬ 
lem. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  House 
Committee  on  Small  Business,  on  credit  availability,  Washington,  DC, 

March  17,  1994 


Mr.  Chairman  and  members  of  the  committee,  I  ap¬ 
preciate  this  opportunity  to  discuss  the  administration's 
program  for  improving  the  availability  of  credit  to  small 
businesses  and  other  borrowers.  Ensuring  access  to 
credit  is  vitally  important  both  to  the  small  business 
community  and  to  the  economy  as  a  whole.  I  commend 
you  for  your  efforts  to  focus  attention  on  this  issue. 

Introduction 

Small  businesses  play  a  critical  role  in  the  U.S. 
economy.  They  contribute  disproportionately  to  growth 
in  jobs  and  productivity,  and  are  an  important  source  of 
competition  and  innovation.  Unlike  large,  publicly 
traded  corporations,  which  can,  and  increasingly  have, 
turned  to  other  sources  of  financing,  small  businesses 
depend  heavily  on  bank  loans  to  obtain  operating 
capital  and  financing  for  expansion  and  have  few  alter¬ 
natives  when  the  supply  of  credit  shrinks.  (For  example, 
according  to  Census  data,  small  manufacturing  busi¬ 
nesses  in  the  aggregate  obtain  40  percent  of  their 
external  financing  from  bank  loans,  compared  to  15 
percent  for  the  largest  manufacturing  firms.)  Bank 
loans  also  play  an  important  role  in  financing  new  small 
businesses,  a  key  ingredient  in  the  revitalization  of 
economically  distressed  communities. 

When  President  Clinton  took  office  in  January  of  1 993,  one 
of  his  first  priorities  was  improving  the  availability  of  credit. 
At  that  time,  small  businessmen  and  women  in  all  parts 
of  the  country  were  having  difficulty  obtaining  credit  for 
businesses  or  projects  that  they  considered  sound  and 
for  which  they  believed  they  would  have  received  credit 
in  the  past.  We  were  hearing  many  reports  of  small  firms 
whose  lines  of  credit  were  cut  off,  despite  sound  business 
prospects  and  unblemished  credit  histories. 

Aggregate  lending  data  also  provide  evidence  of  a 
credit  crunch.  Between  the  first  quarter  of  1 990  and  the 
first  quarter  of  1993,  total  bank  loans  to  U.S.  commer¬ 
cial  and  industrial  borrowers  fell  by  $81  billion,  or  15 
percent.  The  decline  in  lending  was  most  pronounced 
in  those  regions  that  were  recovering  most  slowly  from 
the  recession  of  1990,  but  it  was  felt  in  all  parts  of  the 
country.  Potential  borrowers  faced  high  interest  rates, 
shorter  loan  terms,  increased  requirements  for  col¬ 
lateral,  and  more  restrictive  loan  covenants  —  all  of 
which  served  to  reduce  the  availability  of  credit. 

Although  federal  banking  and  thrift  agencies  did  not  at 
that  time  collect  data  on  loan  size,  we  believe  that  small 


businesses  experienced  greater  problems  with  credit 
availability  than  did  larger  borrowers.  That  conclusion 
is  supported  by  the  limited  information  available  from 
industry  surveys. 

The  decline  in  bank  lending  in  the  late  1 980s  had  many 
causes.  Part  of  the  decline  stemmed  from  weakness  in 
the  overall  economy.  During  periods  of  recession  or 
slow  economic  growth,  there  are  fewer  profitable  op¬ 
portunities  for  business  start-ups  or  expansion.  Firms 
are  less  willing  to  invest  in  capital  improvements  or  to 
increase  their  inventories.  Consequently,  the  demand 
for  short-term  credit,  including  bank  loans,  declines. 
Furthermore,  those  businesses  that  do  seek  credit  tend 
to  have  less  financial  capacity  to  service  their  loans 
(since  sales  volumes  are  down)  than  they  would  during 
periods  of  full  employment.  Thus,  during  a  recession, 
banks  tend  to  receive  fewer  loan  applications,  and 
potential  loan  applicants  tend  to  be,  on  average,  less 
creditworthy. 

Another  part  of  the  decline  in  bank  lending  stemmed 
from  long-term  structural  changes  in  financial  markets 
that  have  reduced  the  banking  industry’s  role  as  a 
provider  of  credit.  Just  as  large  corporations  with  strong 
credit  ratings  have  increasingly  turned  to  the  commer¬ 
cial  paper  market,  through  which  they  can  raise  funds 
more  cheaply  than  by  borrowing  from  banks,  small 
borrowers  have  turned  to  some  degree  to  finance  com¬ 
panies  and  other  nonbank  lenders  for  their  credit 
needs.  Finance  companies  increased  their  share  of 
short-term  credit  from  5.8  percent  in  1952  to  16.5 
percent  in  1993.  Although  the  volume  of  bank  lending 
can  be  expected  to  rebound  as  the  economic  recovery 
continues,  it  will  be  difficult  for  the  banking  industry  to 
recover  all  of  the  lending  business  that  it  has  lost  over 
the  past  decade  to  the  commercial  paper  market  and 
to  finance  companies. 

There  are  limits  to  how  much  bank  regulators  can  do  to 
counter  the  effects  that  an  economic  downturn  or 
growth  in  competition  from  other  financial  sectors  has 
on  credit  availability.  But  there  is  a  great  deal  that  we 
can  do  about  a  third  cause  of  the  decline  in  lending 
during  the  late  1980s.  During  that  period,  federal  bank 
and  thrift  regulatory  agencies  increased  the  intensity  of 
their  supervision,  seeking  to  avoid  a  repetition  of  the 
large  losses  sustained  in  the  preceding  years  by  many 
of  the  institutions  they  supervised.  Bank  examiners 
increased  their  criticism  of  loans  and  required  banks  to 
•make  larger  additions  to  their  loan  loss  reserves,  in 
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order  to  reflect  the  reduced  credit  quality  that  was  a 
natural  outgrowth  of  the  weakness  in  the  economy.  At 
the  same  time,  the  Congress  made  sweeping  changes 
in  the  nation's  banking  laws,  motivated  in  large  part  by 
the  desire  to  reduce  the  risk  of  loss  to  the  federal 
deposit  insurance  system.  While  these  changes  were 
generally  desirable  and  appropriate,  and  have  helped 
to  restore  the  health  and  soundness  of  the  banking 
industry,  they  also  had  some  significant  economic  side- 
effects.  Most  tangibly,  they  raised  the  cost  to  banks  of 
making  loans.  Less  tangibly,  but  perhaps  more  impor¬ 
tantly,  they  helped  foster  a  business  environment  in 
which  bankers  were  in  some  instances  unduly  cautious 
about  making  loans. 

The  President’s  Credit  Availability  Program 

Immediately  upon  taking  office,  the  president  recog¬ 
nized  the  urgent  need  to  reform  regulatory  practices 
that  discouraged  banks  from  making  sound  loans,  and 
to  signal  clearly  to  the  banking  industry  the  importance 
of  lending  to  the  economic  recovery.  On  March  10, 
1993,  the  president  announced  a  program  of  eleven 
specific  regulatory  and  administrative  policy  changes 
directed  at  increasing  the  flow  of  credit  to  sound  bor¬ 
rowers,  with  particular  emphasis  on  small  and  medium¬ 
sized  businesses,  while  maintaining  safety  and 
soundness.  He  also  directed  the  federal  agencies  su¬ 
pervising  banks  and  thrifts  to  find  additional  ways  to 
reduce  regulatory  burdens  that  impeded  the  flow  of 
credit  to  small  businesses  and  other  borrowers. 

The  federal  banking  and  thrift  agencies  have  worked 
together  over  the  past  year  to  carry  out  the  changes  the 
president  outlined.  All  of  the  1 1  initiatives  that  constitute 
the  first  phase  of  the  president’s  program  have  now 
been  completed,  with  the  exception  of  one  regulation 
which  we  expect  to  issue  in  final  form  shortly.  Several 
additional  initiatives  have  been  undertaken  as  part  of 
the  second  phase  of  the  president's  program,  and  we 
expect  to  add  to  that  number  in  the  coming  months. 

Some  of  our  initiatives  eliminate  supervisory  impedi¬ 
ments  to  lending,  making  it  easier  for  banks  to  extend 
credit  to  small  businesses  and  other  borrowers.  Others 
are  aimed  primarily  at  reducing  the  burden  of  comply¬ 
ing  with  bank  regulation,  consistent  with  maintaining 
safety  and  soundness.  Finally,  several  of  the  initiatives 
make  it  easier  for  banks  to  maintain  credit  for  small 
businesses  and  other  borrowers  who  are  having 
problems  servicing  their  loans.  Later  in  my  statement  I 
will  describe  each  of  these  initiatives  briefly. 

Results 

In  the  twelve  months  since  the  first  elements  of  the 
credit  availability  program  were  announced,  we  have 


seen  the  beginning  of  a  resurgence  in  lending.  When  I 
last  testified  before  this  committee,  there  was 
widespread  concern  over  the  fact  that  banks  had  for 
some  time  been  investing  in  securities  instead  of 
making  loans.  Between  the  first  quarter  of  1 990  through 
the  first  quarter  of  1993,  total  loans  at  all  insured  banks 
fell  by  $85  billion,  while  their  holdings  of  investment 
securities  increased  by  almost  $200  billion.  From  the 
first  quarter  of  1993,  when  we  instituted  the  first 
measures  of  the  credit  availability  program,  to  the  end 
of  the  year,  total  loans  increased  by  nearly  $130  billion, 
while  bank  holdings  of  investment  securities  increased 
by  only  $35  billion. 

Bank  lending  to  commercial  and  industrial  enterprises 
has  not  recovered  as  quickly  as  other  forms  of  lending, 
but  here  too  there  are  signs  of  a  resurgence.  After  falling 
$78  billion  over  the  preceding  ten  quarters,  the  decline 
in  total  bank  loans  to  U.S.  commercial  and  industrial 
borrowers  slowed  in  the  third  quarter  of  1 992,  shrinking 
by  $10  billion  in  the  following  four  quarters.  Preliminary 
data  show  a  significant  increase  in  the  fourth  quarter  of 
1 993:  total  bank  loans  to  U.S.  commercial  and  industrial 
borrowers  increased  by  $9.2  billion,  or  two  percent, 
from  the  third-quarter  level.  This  increase  is  almost  as 
great  as  the  largest  quarterly  decline  at  the  peak  of  the 
credit  crunch,  in  1991. 

Results  from  national  banks  are  even  more  encourag¬ 
ing.  After  declining  by  $57  billion  between  the  first 
quarter  of  1990  and  the  third  quarter  of  1992,  U.S.  C&l 
loans  by  national  banks  rose  by  almost  $2  billion  in  the 
following  four  quarters,  and  by  an  additional  $4.5  billion 
in  the  fourth  quarter  of  1993. 

Most  of  the  improvement  in  credit  availability  has  come 
in  the  fourth  quarter  of  1993,  following  two  quarters  of 
only  modest  improvement.  But  we  should  expect  some 
lag  between  the  adoption  of  relief  measures  and  their 
effect  on  aggregate  loan  data.  It  takes  time  for  banks 
to  revise  their  lending  policies  to  take  advantage  of  the 
new  policies,  and  to  reestablish  relationships  with  bor¬ 
rowers. 

Since  these  figures  are  for  commercial  and  industrial 
loans  to  all  borrowers,  large  and  small,  we  cannot  be 
sure  on  the  basis  of  these  data  that  small  businesses 
are  benefiting  from  a  resurgence  in  lending  activity,  but 
we  have  other  reasons  to  believe  that  this  is  the  case. 
The  Federal  Reserve  Board  conducts  a  periodic  Senior 
Loan  Officer  Opinion  Survey  on  Bank  Lending  Prac¬ 
tices  that  gathers  information  on  credit  terms  and  loan 
demand.  Most  of  the  banks  responding  to  the  survey 
reported  that  they  stopped  tightening  their  lending 
terms  for  commercial  and  industrial  loans  in  mid-1992. 
During  1993,  virtually  none  of  the  respondent  banks 
reported  any  tightening,  and  a  significant  number 
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reported  some  easing  in  the  price  of  credit  or  other 
terms,  such  as  credit  line  size  and  collateral  require¬ 
ments.  Respondents  also  reported  an  increase  in  the 
demand  for  credit  by  firms  of  all  sizes  throughout  1993 
and  the  first  part  of  1994.  In  the  February  1994  survey, 
for  the  first  time,  considerably  larger  numbers  of  domestic 
respondents  reported  stronger  demand  for  business 
loans  in  all  size  groups,  including  small  borrowers. 

The  many  external  forces  that  influence  loan  activity 
make  it  difficult  to  attribute  changes  in  lending  patterns 
to  any  one  cause.  Declining  interest  rates,  the  improv¬ 
ing  economy,  and  the  improved  financial  condition  of 
banks  have  all  contributed  to  a  general  easing  of  credit 
terms  and  an  increase  in  loan  demand.  But  we  believe 
that  our  initiatives  are  making  a  significant  contribution 
to  a  resurgence  in  small  business  lending.  Banks  are 
taking  advantage  of  the  policy  changes  that  we  have 
made.  We  have  received  unsolicited  communications 
from  bankers  who  have  told  us  that  the  program  has 
been  helping  them.  Many  have  indicated  that  these 
initiatives  convey  an  important  message:  that  bank 
regulators  want  to  reduce  burden  and  support  new 
lending. 

Our  initiatives  proved  particularly  timely  in  helping  us 
to  respond  to  the  floods  in  the  Midwest  last  summer  and 
the  earthquake  in  Los  Angeles  in  January.  In  combina¬ 
tion  with  a  number  of  initiatives  targeted  specifically  at 
victims  of  these  two  disasters,  they  allowed  banks  to 
work  with  borrowers  who  needed  to  extend  repayment 
periods  or  restructure  their  loans,  and  helped  to  ensure 
that  federal  regulations  and  policies  did  not  force 
lenders  to  take  actions  that  would  add  to  the  economic 
problems  caused  by  the  disasters. 

There  are  indications  that  the  trend  toward  greater 
credit  availability  will  continue  in  the  next  few  quarters. 
Delinquency  rates  and  charge-off  rates  for  all  types  of 
loans — consumer,  real  estate,  and  commercial  and  in¬ 
dustrial— have  fallen  sharply  from  their  1 991  peaks.  For 
example,  delinquency  rates  for  C&l  loans  in  the  4th 
quarter  of  1993  were  at  the  lowest  level  in  the  ten-year 
history  of  the  series.  As  banks  continue  to  work  out  their 
problem  credits,  they  place  themselves  in  a  better 
position  to  increase  new  lending. 

Moreover,  bank  profits  remain  at  or  near  record  levels, 
and  most  banks  are  maintaining  capital  ratios  well 
above  regulatory  minimums.  The  general  improvement 
in  economic  conditions  should  make  it  possible  for 
banks  to  make  the  greatest  possible  use  of  the  flexibility 
that  our  credit  availability  initiatives  provide. 

I  will  now  provide  a  brief  description  of  the  principal 
initiatives  that  we  have  undertaken  as  part  of  the 
President’s  credit  availability  program— those  already 


completed  as  well  as  those  on  which  we  are  currently 
working. 

Phase  One  Initiatives 

Encouraging  Small  Business  Lending 

Loan  Documentation.  One  of  the  most  frequently  cited 
impediments  to  small  business  lending  is  the  amount 
of  documentation  that  examiners  expect  banks  to  col¬ 
lect  and  maintain  in  order  to  avoid  criticism  and  pos¬ 
sible  loan  charge-offs.  In  many  cases,  a  bank's 
willingness  to  lend  is  based  on  the  reputation  of  the 
borrower  or  other  factors  that  are  difficult  to  document 
to  the  satisfaction  of  examiners.  To  encourage  in¬ 
creased  lending,  the  banking  agencies  issued  a  joint 
policy  statement  on  March  30  that  allows  well  or  ade¬ 
quately  capitalized  banks  with  a  composite  CAMEL 
rating  of  1  or  2  to  set  aside  a  portion  of  their  small  and 
medium-sized  business  loans  that  will  be  examined 
solely  on  the  basis  of  the  loans’  performance.  As  long 
as  credits  in  this  loan  "basket”  are  performing  ade¬ 
quately,  they  will  be  exempt  from  examiner  criticism  on 
the  basis  of  documentation.  On  August  12,  the  OCC 
extended  the  policy  to  include  CAMEL-3  rated  banks, 
with  prior  OCC  approval;  and  on  February  10,  we 
extended  it  to  all  CAMEL-3  rated  banks  located  in  areas 
affected  by  the  Los  Angeles  earthquake. 

To  date,  124  national  banks  have  taken  advantage  of 
the  new  policy.  We  continue  to  monitor  its  use  and  to 
look  for  ways  to  encourage  banks  to  use  it  without 
sacrificing  safety  and  soundness.  While  it  is  too  early 
to  judge  whether  this  concept  will  be  of  lasting  benefit 
to  the  industry,  we  believe  that  it  has  encouraged  not 
only  those  banks  actually  participating  in  the  program, 
but  also  other  banks,  to  make  more  small  business 
loans.  The  fact  that  a  regulator  develops  policies  to 
encourage  small  business  lending  sends  a  very  strong 
message  to  the  industry — one  that  we  believe  is  getting 
through. 

Real  Estate  Appraisals.  Because  small  businesses 
often  have  few  tangible  assets,  their  owners  frequently 
secure  loans  with  mortgages  on  their  places  of  busi¬ 
nesses  or  their  homes,  even  though  the  source  of 
repayment  for  the  loan  is  the  cash  flow  from  the  busi¬ 
ness  itself.  The  banking  and  thrift  agencies  have 
proposed  changes  to  their  appraisal  rules  that  will 
eliminate  the  need  for  many  small  borrowers  to  obtain 
costly  appraisals,  without  compromising  safety  and 
soundness.  The  changes  would  increase  from 
$100,000  to  $250,000  the  threshold  loan  size  below 
which  appraisals  are  not  required;  expand  existing 
exemptions  to  the  appraisal  requirements;  and  identify 
additional  circumstances,  particularly  for  small  busi¬ 
ness  lending,  in  which  appraisals  are  not  required.  For 
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example,  business  loans  under  $1  million  would  not 
require  appraisals  when  real  estate  collateral  is  not  the 
primary  source  of  repayment.  The  proposal  would  also 
allow  renewals  and  refinancings  without  an  appraisal 
as  long  as  there  had  been  no  material  deterioration  in 
market  conditions.  These  changes  should  make  it 
easier  for  small  and  medium-sized  businesses  to  ob¬ 
tain  credit.  We  expect  to  issue  a  final  rule  shortly. 

Valuation  of  Real  Estate  Loan  Collateral.  One  impedi¬ 
ment  to  making  credit  available  to  commercial  real 
estate  borrowers  may  have  been  overly  conservative 
evaluation  of  real  estate  collateral.  Small  business  bor¬ 
rowers,  like  many  other  commercial  borrowers,  some¬ 
times  use  real  estate  as  collateral  for  obtaining  loans. 
Overly  conservative  evaluations  of  the  value  of  loan 
collateral  can  cause  a  loan  to  be  denied  or  a  lending 
relationship  to  be  curtailed. 

On  June  10,  the  agencies  reaffirmed  previous 
guidelines  on  the  review  and  classification  of  commer¬ 
cial  real  estate  loans,  first  issued  in  November  of  1 991 . 
Those  guidelines  state  explicitly  that  such  loans  should 
be  evaluated  on  the  basis  of  the  borrower’s  capacity 
and  willingness  to  repay  the  loan  and  on  the  property's 
income-producing  capacity,  not  on  liquidation  values. 

Fair  Lending.  Fair  lending  initiatives  seek  to  ensure  that 
access  to  credit  is  available  to  all  potential  borrowers 
on  a  nondiscriminatory  basis.  These  initiatives  are  an 
essential  part  of  the  administration's  credit  availability 
program. 

On  May  5,  the  OCC  issued  new  procedures  for  ex¬ 
aminers  to  use  in  identifying  discrimination  in  home 
mortgage  lending  by  national  banks.  These  fair  lending 
procedures  will  obtain  the  answers  to  two  questions: 
whether  applicants  with  the  same  qualifications 
achieved  the  same  loan  outcome,  regardless  of  race  or 
national  origin;  and  whether  the  bank  gave  the  same 
amount  of  assistance  to  minority  and  nonminority  ap¬ 
plicants  during  the  application  process.  The  OCC  will 
also  use  “testers"  to  determine  whether  potential  bor¬ 
rowers  are  treated  in  a  non-discriminatory  manner 
before  they  file  a  loan  application,  and  we  will  use 
statistical  analysis  of  loan  decisions  to  augment  our 
examination  procedures  at  large  banks. 

On  May  27,  1993,  the  banking  and  thrift  agencies 
announced  initiatives  that  will  enhance  their  ability  to 
detect  lending  discrimination,  improve  the  level  of 
education  they  provide  to  the  industry  and  to  their 
examiners,  and  strengthen  fair  lending  enforcement. 
The  heads  of  the  bank  and  thrift  regulatory  agencies 
signed  a  joint  statement  on  Fair  Lending  Expectations. 
The  letter  expresses  the  regulatory  agencies'  expecta¬ 
tions  that  all  financial  institutions  will  do  their  part  to 


design  programs  to  ensure  access  to  credit  on  a  non¬ 
discriminatory  basis. 

Earlier  this  month,  all  ten  federal  agencies  involved  in 
fair  lending  supervision  and  enforcement  established 
an  Interagency  Task  Force  on  Fair  Lending,  which  will 
provide  a  formal  mechanism  for  coordinating  our  fair 
lending  efforts.  As  its  first  act,  the  Task  Force  approved 
an  Interagency  Policy  Statement  on  Discrimination  in 
Lending. 

The  OCC  is  also  working  on  our  ability  to  detect  lending 
discrimination  by  revising  the  supervisory  enforcement 
policy  for  dealing  with  violations  of  the  Equal  Credit  Op¬ 
portunity  and  Fair  Housing  Acts,  and  enhancing  training. 

Complaints.  In  the  past,  some  borrowers  who  felt  they 
were  unfairly  denied  credit  may  have  felt  they  had  no 
clear  avenue  for  seeking  redress  with  federal  banking 
authorities.  As  part  of  the  President’s  credit  availability 
program,  each  of  the  banking  agencies  is  conducting 
an  internal  review  of  its  procedures  for  handling  con¬ 
sumer  complaints.  In  particular,  we  have  expedited  our 
handling  of  fair  lending  complaints. 

Ombudsman.  All  of  the  federal  bank  regulatory  agen¬ 
cies  have  made  changes  to  their  appeals  processes  to 
ensure  that  banks  have  a  fair  and  impartial  avenue  for 
review  of  examiners’  decision.  On  August  13,  the  OCC 
appointed  Samuel  P.  Golden,  an  experienced  and  high¬ 
ly  respected  examiner,  as  the  agency’s  first  om¬ 
budsman.  The  ombudsman  reports  directly  to  the 
Comptroller,  and  has  the  authority  to  supersede  any 
agency  decision  or  action  during  the  course  of  an 
appeal.  The  appeals  process  will  focus  on  resolving 
disagreements  fairly  and  expeditiously,  with  due 
process,  and  without  fear  of  retribution.  The 
ombudsman’s  role  provides  the  OCC  with  a  double 
benefit:  not  only  is  he  resolving  problems  raised  by 
individual  bankers,  but  he  is  also  bringing  their  con¬ 
cerns  to  the  attention  of  senior  OCC  officials  so  we  can 
identify  policies  that  need  to  be  amended  or  clarified. 

Reducing  Supervisory  Burdens 

Coordinated  Examinations.  On  June  10,  the  agencies 
announced  a  program  for  coordinating  examination 
activities  among  agencies  with  shared  supervisory 
responsibilities  for  individual  banking  companies.  The 
purpose  of  the  program  is  to  avoid  duplicative  examina¬ 
tion  efforts  wherever  possible,  and  to  minimize  the 
disruption  that  examinations  cause  to  lending  activities. 

The  OCC  and  the  FDIC  are  now  sharing  examination 
schedules,  to  better  coordinate  our  supervision  of 
banking  firms  that  have  both  national  and  state- 
chartered  banks. 
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Working  Through  Problem  Loans 

In-Substance  Foreclosure  Rules.  In  the  past,  the 
agencies’  rules  required  in-substance  foreclosures 
(loans  secured  by  collateral  whose  value  had  declined 
below  the  outstanding  loan  principal)  to  be  reported  as 
"other  real  estate  owned"  (OREO)  and  carried  at  fair 
market  value,  even  if  the  loans  were  current  on  principal 
and  interest  and  could  reasonably  be  expected  to  be 
repaid  in  a  timely  fashion.  On  June  10,  the  agencies 
issued  a  joint  statement  making  it  clear  that  banks  need 
not  report  such  loans  at  fair  value  unless  foreclosure  is 
likely,  and  need  not  report  them  as  OREO  until  they 
actually  foreclose  on  the  property.  The  new  policy  will 
encourage  banks  to  work  with  borrowers  to  see  them 
through  temporary  difficulties  by  allowing  the  bank  to 
carry  restructured  loans  on  their  balance  sheets  at 
values  that  reflect  their  actual  prospects  for  repayment. 

Special  Mention  Assets.  "Special  mention  assets"  (pre¬ 
viously  referred  to  as  "other  assets  especially  men¬ 
tioned”  or  OAEM)  are  loans  that  are  flagged  for 
increased  scrutiny  by  bank  managers  and  examiners 
because  they  are  have  potential  weaknesses  that  could 
result  in  deterioration  in  repayment  prospects  at  some 
future  date.  Without  a  clear  and  consistent  definition  of 
these  loans,  some  banks  and  some  examiners  ag¬ 
gregated  them  with  other  classified  assets  when 
evaluating  the  adequacy  of  the  bank’s  capital  and 
allowance  for  loan  losses.  Because  many  small  busi¬ 
ness  loans,  due  to  their  unusual  structure,  often  fall  into 
this  category,  that  treatment  had  the  effect  of  dis¬ 
couraging  banks  from  making  small  business  loans. 

On  June  10,  the  four  federal  banking  and  thrift  agencies 
issued  a  joint  statement  clarifying  the  definition  and 
proper  use  of  the  special  mention  assets  loan  rating 
category.  The  agencies  agreed  to  use  the  term  "clas¬ 
sified  assets”  to  describe  currently  impaired  assets,  for 
which  partial  or  complete  write-off  against  capital  may 
be  required.  They  also  agreed  that  special  mention 
assets  will  not  be  considered  criticized  assets  for  pur¬ 
poses  of  evaluating  the  adequacy  of  a  bank’s  capital 
and  loan  loss  reserves. 

Nonaccrual  Loans.  In  the  past,  delinquent  loans  could 
not  be  returned  to  accrual  status,  even  when  the  bor¬ 
rower  was  able  to,  and  fully  intended  to,  repay  some  or 
all  of  the  outstanding  principal  and  interest  in  a  timely 
fashion.  Loans  could  only  be  returned  to  accrual  status 
if  they  were  first  brought  current  on  all  interest  and 
principal  payments  due.  On  June  10,  the  agencies 
revised  their  policies  to  make  it  easier  for  banks  to 
restructure  impaired  loans  and  return  to  accrual  status 
the  portion  of  the  loans  that  they  expect  borrowers  to 
repay.  The  revision  also  permits  banks  to  return  past- 
due  loans  to  accrual  status,  provided  the  bank  expects 


to  collect  all  principal  and  interest  due  and  the  borrower 
has  demonstrated  a  sustained  period  of  repayment 
performance  in  accordance  with  the  contractual  terms 
of  the  loan.  These  revisions  will  make  it  easier  for  banks 
to  work  with  borrowers  who  are  experiencing  temporary 
difficulties,  while  at  the  same  time  improving  the  ac¬ 
curacy  of  financial  disclosures  by  banks. 

Financing  Other  Real  Estate  Owned.  Most  purchasers 
of  "other  real  estate  owned"  (OREO),  which  can  include 
collateral  obtained  in  settlement  of  defaulted  small 
business  loans,  need  bank  financing  for  their  purchase. 
In  the  past,  the  regulations  governing  the  appraisal  and 
accounting  treatment  of  OREO  made  financing  sales  of 
OREO  unattractive  for  national  banks.  This,  in  turn,  may 
have  induced  banks  to  imposes  more  conservative 
underwriting  standards  on  small  business  loans,  since 
the  banks  would  have  more  difficulty  recovering  their 
investment  in  the  event  they  had  to  foreclose  on  the 
loans. 

On  September  2,  the  OCC  published  revised  rules  that 
brought  the  appraisal  requirements  for  OREO  into  con¬ 
formance  with  our  appraisal  requirements  for  real  es¬ 
tate  loans.  The  new  rules  also  allow  banks  to  apply 
generally  accepted  accounting  practices  to  transac¬ 
tions  that  finance  OREO  sales. 

Phase  Two  Initiatives 

The  OCC’s  efforts  to  improve  the  availability  of  credit 
will  not  end  with  the  completion  of  these  eleven  initia¬ 
tives.  We  believe  that  we  have  an  ongoing  responsibility 
to  come  up  with  new  policies  that  encourage  small 
business  lending,  reduce  supervisory  burdens,  and 
make  it  easier  for  banks  to  work  with  troubled  bor¬ 
rowers.  We  have  already  come  up  with  a  number  of  new 
initiatives,  which  I  will  now  outline  for  the  committee. 

Encouraging  Small  Business  Lending 

Small  Business  Lending  Advisory.  The  OCC  is  prepar¬ 
ing  an  advisory  letter  to  all  national  banks  that  will 
provide  information  on  ways  of  meeting  the  credit 
needs  of  small  business  borrowers  more  economically 
and  effectively.  Small  business  lending  is  a  targeted 
area  of  growth  for  many  banks.  In  some  cases,  banks 
have  established  centralized  departments  to  market 
and  underwrite  loans  to  small  businesses.  A  number  of 
banks  have  successfully  adapted  some  of  their  under¬ 
writing  and  credit  administration  processes  usually  as¬ 
sociated  with  consumer  lending  to  their  small  business 
lending  programs.  For  example,  some  banks  are  using 
standardized  loan  products,  credit  scoring,  and  in¬ 
creased  reliance  on  credit  bureaus  to  streamline  their 
small  business  lending.  In  general,  the  OCC  supports 
these  new  approaches,  provided  bank  managers  and 


91 


directors  define  acceptable  levels  of  risk  and  ensure 
that  appropriate  operating  procedures  and  controls  are 
in  place,  and  provided  also  that  such  procedures  do 
not  restrict  credit  availability  to  particular  areas  or  types 
of  borrowers.  The  advisory  letter  is  part  of  our  efforts  to 
disseminate  “best  banking  practices."  The  letter  will 
also  solicit  additional  suggestions  on  steps  regulators 
could  take  to  eliminate  regulatory  impediments  to  the 
flow  of  credit  to  small  business  borrowers. 

Regulation  Review.  In  mid- 1993.  the  OCC  began  a 
top-to-bottom  review  of  all  of  its  rules  and  regulations 
with  two  goals  in  mind:  to  eliminate  those  that  are  not 
needed  to  protect  against  risks,  support  equal  access 
to  banking  services  for  all  customers,  or  to  accomplish 
the  OCC's  other  statutory  responsibilities;  and  to  make 
those  rules  which  are  needed  both  concise  and  under¬ 
standable.  This  review  is  a  substantial  undertaking  for 
the  OCC,  and  will  not  be  completed  overnight.  But  I  am 
pleased  to  be  able  to  report  the  first  product  of  our 
review:  a  proposed  revision  of  the  regulations  govern¬ 
ing  limits  on  loans  to  one  borrower,  which  I  will  now 
describe. 

Federal  banking  laws  generally  prohibit  banks  and 
thrifts  from  lending  more  than  1 5  percent  of  unimpaired 
capital  and  surplus  to  any  one  borrower,  in  order  to  limit 
the  bank’s  exposure  if  the  borrower  defaults.31  One 
largely  unintended  consequence  of  this  limitation  has 
been  that  a  bank  whose  capital  declines,  for  whatever 
reason,  may  be  unable  to  make  good  on  loan  commit¬ 
ments,  or  to  renew  loans,  that  were  made  in  good  faith 
and  that  conformed  to  the  bank’s  lending  limit  at  the 
time  the  original  loan  commitment  or  extension  of  credit 
was  made.  Because  many  small  businesses  borrow 
from  small  banks,  which  have  correspondingly  small 
lending  limits,  this  problem  has  been  particularly 
severe  for  small  businesses.  Their  difficulties  are  com¬ 
pounded  by  the  fact  that  they  have  few  alternative 
sources  of  financing  when  bank  credit  is  withdrawn. 

On  February  8,  using  the  discretion  provided  by  the 
statute,  the  OCC  published  in  the  Federal  Register 
proposed  revisions  to  its  lending  limit  regulations  that 
would  permit  a  national  bank  to  lend  an  additional  5 
percent  of  its  capital  and  surplus  in  order  to  complete 
the  financing  of  a  project  in  progress  in  accordance 
with  prior  commitments.  The  revisions  would  also 
simplify  and  clarify  the  regulations  and  thereby  reduce 
the  cost  of  compliance. 

Direct  Communications  with  Lenders  and  Consumers. 
Since  we  began  our  efforts  to  improve  credit  availability, 


'’Banks  are  permitted  to  lend  an  additional  10  percent  of  their 
unimpaired  capital  and  surplus  to  the  same  borrower,  provided  these 
loans  are  fully  secured  by  readily  marketable  collateral 


the  Comptroller,  senior  agency  staff,  and  national  bank 
examiners  have  participated  in  a  number  of  congres¬ 
sional  meetings,  town  meetings,  and  other  outreach 
efforts.  We  have  also  met  with  small  businesses  and 
trade  associations  in  an  effort  to  reach  out  to  the  small 
business  community  and  to  understand  its  concerns. 
Our  communication  efforts  include  a  brochure  that 
explains  the  initiatives  that  are  in  place  and  their 
benefits. 

In  the  last  six  months,  the  number  of  requests  for 
meetings  has  fallen  substantially.  This  is  an  important 
indicator  that  our  policies  are  being  effective  and  con¬ 
cerns  are  dropping.  Another  important  indicator  is  the 
number  of  written  complaints  we  receive.  The  volume 
of  complaints  from  both  consumers  and  bankers  has 
dropped  substantially.  Again  this  tells  us  that  we  are 
being  effective. 

Reducing  Supervisory  Burdens 

Paperwork  Burden  Reduction.  The  OCC  is  reviewing  all 
paperwork  and  recordkeeping  requirements  imposed 
in  the  course  of  bank  supervision.  The  goal  of  our  review 
is  to  minimize  paperwork  burdens  while  maintaining 
safety  and  soundness.  The  OCC  has  formed  a  working 
group  to  identify  changes  in  our  written  policies  and 
other  issuances  that  will  make  them  easier  to  apply, 
eliminate  unnecessary  regulatory  burden,  and  remove 
unnecessary  impediments  to  the  flow  of  credit. 

Core  Examination  Report.  On  October  1,  the  four 
federal  regulators  of  banks  and  thrifts  adopted  a  com¬ 
mon  core  report  of  examination  for  the  institutions  they 
supervise.  The  change  will  improve  uniformity  in  ex¬ 
aminations  and  promote  consistency  in  the  supervision 
of  financial  institutions. 

CRA  Reform.  An  important  element  of  the  adminis¬ 
tration’s  credit  availability  program  is  ensuring  that 
credit  is  equally  available  to  all  segments  of  society.  To 
that  end,  on  December  21  the  federal  banking  and  thrift 
agencies  proposed  sweeping  revisions  to  the  regula¬ 
tions  implementing  the  Community  Reinvestment  Act 
(CRA),  which  requires  banks  to  provide  credit  and  other 
banking  services  to  all  parts  of  the  communities  they 
serve.  The  CRA  program  is  an  important  tool  in  making 
credit  more  available  to  small  businesses  and  other 
borrowers  in  underserved  areas. 

While  the  current  CRA  program  has  done  a  great  deal 
to  provide  credit  and  other  banking  services  to  under¬ 
served  areas,  it  is  widely  recognized  to  have  fallen  well 
short  of  its  potential,  largely  because  of  its  excessive 
emphasis  on  documentation  and  process.  The 
proposal  published  in  December  would  shift  the  focus 
of  CRA  evaluations  from  documentation  to  actual  per- 
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formance  in  making  loans  in  low-  and  moderate-income 
neighborhoods.  By  making  the  CRA  process  less  bur¬ 
densome,  the  proposed  revisions  are  intended  to  en¬ 
courage  banks  and  thrifts  to  make  more  credit  available 
to  all  segments  of  the  communities  that  they  serve. 

Working  Through  Troubled  Loans 

Loan  Refinancing  Guidance.  The  decision  to  refinance 
or  renegotiate  a  loan  is  a  business  decision  that  rests 
with  the  lending  bank.  The  OCC  had  heard  that  some 
banks  were  reluctant  to  refinance  or  renegotiate  loans 
where  collateral  value  had  declined.  On  September  3, 
we  issued  a  bulletin  to  all  national  banks  clarifying  our 
policy  on  refinancings  and  renegotiating  loans.  The 
bulletin  stated  that  the  OCC  would  not  criticize  a  bank 
solely  for  refinancing  or  renegotiating  a  loan  at  current 
market  rates,  even  when  the  collateral  has  declined  in 
value.  Refinanced  and  renegotiated  loans  would  be 
evaluated  based  on  the  borrowers’  creditworthiness 
and  repayment  capacity. 

Call  Reports 

In  your  letter  of  invitation,  you  asked  me  to  comment  on 
the  adequacy  of  the  information  on  small  business 
lending  that  banks  report  in  their  quarterly  Con¬ 
solidated  Reports  of  Condition  and  Income  (call 
reports).  As  you  know,  Section  122  of  the  Federal 
Deposit  Insurance  Corporation  Improvement  Act  of 
1991  requires  the  federal  banking  and  thrift  agencies 
to  collect  information  annually  on  small  business  and 
small  farm  lending  by  insured  depository  institutions, 
with  which  to  assess  the  availability  of  credit  to  those 
sectors  of  the  economy. 

To  implement  Section  122,  the  agencies  began  last 
year  to  collect  annual  call  report  data  on  the  size  of 
business  and  farm  loans.  The  agencies  chose  to  base 
the  reporting  on  the  size  of  the  loan  rather  than  the  size 
of  the  borrower’s  business  in  order  to  reduce  com¬ 
pliance  costs.  The  size  of  the  borrower  is  not  a  piece  of 
information  that  is  ordinarily  recorded  in  banks’ 
automated  data  systems.  Requiring  them  to  report 
loans  by  size  of  borrower  could  therefore  necessitate 
extensive  and  costly  changes  in  many  banks’  data 
systems,  particularly  for  those  loans  already  on  the 
books.  Since  most  small  loans  go  to  small  borrowers, 
reporting  based  on  loan  size  will  not  significantly 
reduce  the  usefulness  of  the  information. 

The  first  set  of  reports  were  part  of  the  June  30,  1993 
call  reports.  U.S.  commercial  banks  reported  $77  billion 
in  outstanding  commercial  and  industrial  loans  in 


amounts  of  $100,000  or  less,  and  $81  billion  in  C&l 
loans  between  $100,000  and  $1  million.  In  addition, 
small  businesses  received  some  portion  of  the  reported 
$138  billion  in  loans  of  less  than  $1  million  that  were 
secured  by  nonfarm,  nonresidential  property. 

Some  shortcomings  remain  with  the  call  report  data 
available  on  small  business  lending.  For  example,  data 
on  business  and  agricultural  loans  provide  an  incom¬ 
plete  picture  of  small  business  lending,  since  many 
small  firms  obtain  credit  in  the  form  of  personal  loans, 
credit  card  loans,  or  mortgages  on  their  residences  or 
places  of  business.  We  also  have  little  information  on 
credit  extended  by  nonbank  financial  institutions,  which 
are  not  subject  to  the  requirements  of  Section  122. 

Despite  these  shortcomings,  however,  the  agencies  do 
not  plan  additional  changes  to  the  call  report  require¬ 
ments  until  we  have  completed  our  revision  of  the 
regulations  implementing  the  Community  Reinvest¬ 
ment  Act.  As  the  CRA  proposal  is  currently  written,  it 
would  require  banks  and  thrifts  with  assets  exceeding 
$250  million  to  report  data  on  loans  to  small  businesses, 
by  geographic  region.  This  reporting  requirement  col¬ 
lection  may  eliminate  the  need  for  any  further  data 
collection  in  the  call  reports. 

Conclusions 

The  OCC  is  committed  to  expanding  the  flow  of  credit 
to  small  businesses  and  other  borrowers,  while  main¬ 
taining  a  safe  and  sound  banking  system.  To  that  end, 
we  have  worked  with  the  other  federal  banking 
regulators  to  implement  the  President's  credit 
availability  program.  The  program  seeks  to  ensure  that, 
as  the  economy  and  loan  demand  expand,  banks  are 
able  to  take  full  advantage  of  their  lending  oppor¬ 
tunities,  without  unnecessary  regulatory  impediments. 

We  believe  the  program  is  working.  In  addition  to 
eliminating  a  number  of  supervisory  impediments  to 
lending,  it  has  improved  the  environment  in  which 
banks  make  lending  decisions.  Just  as  increased 
criticism  of  loans  a  few  years  ago  had  a  chilling  effect 
on  lending  that  was  felt  far  beyond  the  banks  actually 
being  criticized,  the  initiatives  I  described  above  have 
had  a  rationalizing  effect  that  goes  beyond  the  banks 
actively  participating  in  each  initiative.  The  credit 
availability  program  sends  a  strong  message  to  all 
banks  that  they  will  not  be  punished  for  making  loans. 
We  will  continue  to  urge  banks  to  make  sound  loans  to 
qualified  borrowers,  and  to  find  new  ways  to  make  it 
easier  for  them  to  do  so. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Exchequer  Club,  on  bank  use  of  derivatives  products,  Washington,  DC, 
April  20,  1994 


Today,  I  want  to  say  a  few  words  about  derivative 
products,  the  challenges  they  present  bank  regulators 
and  some  of  the  efforts  of  the  Office  of  the  Comptroller 
to  deal  with  this  important  and  growing  area. 

But  first,  I  would  like  to  say  a  few  words  about  the 
Comptroller’s  Office.  The  national  banking  system  was 
created  by  President  Lincoln  and  Secretary  of  the 
Treasury  Chase  as  a  way  of  supporting  the  economy. 
But  in  creating  national  banks,  Lincoln  and  Chase 
realized  that,  for  all  the  good  national  banks  could  do, 
they  presented  dangers  of  considerable  magnitude  to 
the  citizens  who  dealt  with  them  and  the  country  as  a 
whole.  Accordingly,  Lincoln  and  Chase  created  the 
Comptroller’s  Office  to  work  to  prevent  these  dangers 
from  materializing  into  a  calamity.  Bank  supervision  is 
the  heart  of  our  mission. 

The  natural  tension  between  the  desirability  of  an  in¬ 
novative  national  banking  system  and  the  importance 
of  minimizing  bank  failures,  particularly  systemic 
failures,  makes  the  work  of  our  office  both  exciting  and 
worthwhile.  In  every  age,  it  seems,  there  have  been 
important  challenges  caused  by  the  need  for  our  bank¬ 
ing  system  to  meet  the  demands  of  a  new  economic 
order  and  the  consequent  need  for  the  Office  of  the 
Comptroller  to  keep  the  banking  system  from  doing 
harm  to  itself  and  the  economy  without  stifling  the 
dynamism  that  is  so  essential  to  economic  growth  and 
development. 

Over  the  last  1 30  years,  our  office  has  learned  a  number 
of  important  truths  about  banking  and  about  safety  and 
soundness  —  truths  that  I  would  like  to  share  with  you 
today.  Leaving  aside  dishonesty,  three  things  have 
often  correlated  with  bank-related  financial  difficulties: 
one,  a  new  activity  with  which  a  bank  has  not  had  prior 
meaningful  experience;  two,  a  rapidly  growing  activity, 
often  with  high  profit  potential;  and  three,  a  concentra¬ 
tion,  in  terms  of  a  particular  activity,  product,  or  sub¬ 
product  that  is  significant  when  compared  to  the  bank’s 
other  activities. 

For  bank  supervisors,  the  real  trick  in  part  is  recognizing 
when  any  activity,  product,  or  subproduct  falls  into  one 
or  more  of  these  categories.  However,  an  even  harder 
trick  is  to  find  a  way  to  ensure  that  banks  manage  the 
risk  in  a  particular  activity  or  product  without  shutting 
down  an  activity  that  might  well  be  contributing  to 
economic  growth  and  prosperity. 


A  case  in  point  from  the  last  century  is  residential 
mortgage  lending  for  banks. 

In  the  late  1800s,  mortgage  lending  was  viewed  as  a 
questionable  activity  for  banks.  And,  as  is  true  with 
almost  any  financial  activity,  residential  mortgage  lend¬ 
ing  presented  genuine  risks  that  banks  had  to  learn  to 
avoid.  Over  the  years,  we  learned  how  to  supervise 
residential  mortgage  lending  without  stifling  it. 

In  the  past,  some  have  said  that  the  financial  system  in 
this  country  would  be  better  off  without  bank  super¬ 
visors,  that  we  do  not  add  value,  that  we  just  get  in  the 
way.  That  view  was  widespread  in  this  country  in  the 
early  1980s.  We  experimented  with  a  significant  reduc¬ 
tion  in  serious  supervision,  and  we  paid  the  price. 
Viewed  from  a  historical  perspective,  the  fact  that  a 
failure  to  take  supervision  seriously  resulted  in  serious 
losses  to  banks  and  the  banking  system  is  not  par¬ 
ticularly  surprising. 

Today,  the  new  product  that  presents  us  with  perhaps 
the  greatest  supervisory  challenge  is  derivatives.  This 
market  has  grown  over  the  past  15  years  to  more  than 
$1 4  trillion  in  notional  amount  in  the  U.S.  for  derivatives, 
with  U.S.  banks  representing  close  to  $1 2  trillion  of  that 
amount. 

When  I  became  Comptroller  of  the  Currency  a  year  ago, 
one  of  my  first  goals  for  the  agency  was  to  get  a  firm 
grasp  on  bank  involvement  in  derivative  activities.  We 
were  concerned  about  the  rapid  growth  of  the  instru¬ 
ments  and  whether  banks  had  the  technical  sophistica¬ 
tion  to  use  them  successfully  and  safely.  Last  October, 
the  Office  of  the  Comptroller  of  the  Currency  became 
the  first  banking  agency  to  issue  guidance  to  bank 
management  on  managing  the  risks  of  financial  deriva¬ 
tives.  We  are  currently  developing  comprehensive  pro¬ 
cedures  for  examining  the  derivative  activities  of 
national  banks. 

As  part  of  our  ongoing  derivatives  effort,  next  week 
we  will  issue  20  pages  of  further  guidance  to  bankers 
in  the  form  of  commonly  asked  questions  and  our 
answers  to  them.  These  questions  and  answers  will 
cover  such  topics  as  the  duties  of  senior  manage¬ 
ment  and  the  board  of  directors  for  oversight  of 
derivative  activities,  monitoring  the  interconnected¬ 
ness  of  risks,  and  the  responsibilities  of  dealers 
toward  end  users. 
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About  the  time  we  issued  our  first  guidance  to  bankers 
last  October,  I  asked  one  of  our  staff  specialists  for  a 
list  of  financial  derivative  products  then  being  offered. 
He  came  up  with  a  list  of  about  900  different  examples 
—  that's  right,  900,  with  such  interesting  names  as 
harmful  warrants  and  worthless  warrants,  death-back¬ 
ed  bonds,  limbos,  and  heaven  and  hell  bonds  — 
descriptions  obviously  designed  to  inspire  confidence. 
Since  then,  he  tells  me,  the  list  has  expanded  by  at  least 
one-third. 

Since  October,  a  lot  of  water  has  gone  under  the  bridge 
in  the  derivatives  area,  and  some  over  the  bridge,  and 
there  are  several  bridges  missing.  We  have  seen  that 
despite  their  benefits  derivatives  are  not  magic  wands. 
They  are  complex  tools  and,  just  like  any  other  complex 
tool,  they  can  be  misused  and  abused.  Using  them 
correctly  requires  skill. 

Based  on  our  recent  examination  of  national  banks,  as 
well  as  on  our  discussions  with  market  participants,  it 
appears  that,  for  the  most  part,  these  banks,  and  espe¬ 
cially  the  dealers,  have  committed  considerable  tech¬ 
nological  and  human  resources  to  properly  managing 
and  controlling  this  business.  However,  we  continue  to 
have  concerns  about  these  activities,  although  our 
concerns  are  becoming  more  focused.  Today  I  want  to 
discuss  three  of  those  concerns  with  you. 

The  first,  as  you  probably  have  already  surmised,  is  that 
we  are  still  not  comfortable  with  the  extent  of  senior 
management  and  board  knowledge  and  oversight  of 
bank  derivative  activities.  This  is  a  critical  element  of 
our  guidance  and  of  risk  management. 

Our  second  concern  is  the  trading  and  use  of  “exotic” 
or  especially  complex  derivative  instruments  —  certain 
types  of  collateralized  mortgage  obligations,  structured 
notes,  and  highly  leveraged  over-the-counter  transac¬ 
tions  —  by  banks. 

The  third  concern  is  the  proprietary  trading  activities  of 
some  of  our  major  banks. 

Because  of  our  concerns,  we  are  devoting  increasing 
regulatory  attention  to  the  "exotic"  and  complex  deriva¬ 
tives  and  to  proprietary  trading  activities.  The  more 
elaborate  and  “exotic”  the  instrument,  that  is  to  say,  the 
more  it  differs  from  much-used,  market-tested  transac¬ 
tions,  the  greater  the  risk  appears  to  be,  in  part  because 
the  instrument's  values  tend  to  be  highly  volatile.  Wall 
Street  has  sliced  and  diced  simple  residential 
mortgages  into  CMOs  and  other  mortgage-backed 
securities,  such  as  interest-only  strips,  principal-only 
strips,  inverse  floaters,  z-tranche-CMOs,  and  so  on.  A 
number  of  the  most  prominent  and  sophisticated 
market  participants,  including  Salomon  Brothers  and 


First  Boston,  have  lost  much  money  holding  and  trading 
these  instruments. 

And  consider  these  events  widely  reported  in  the  finan¬ 
cial  press:  David  J.  Askin’s  $600  million  pool  of  exotic 
mortgage  securities  lost  nearly  all  its  net  worth  within  a 
few  days  when  interest  rates  rose  and  margin  calls 
flooded  in. 

And  Procter  &  Gamble  —  unfortunate  coincidence  with 
the  name  "Gamble"  —  said  last  week  that  it  would  take 
a  onetime  charge  of  $102  million  in  the  third  quarter 
from  losses  in  highly  leveraged  interest  rate  swap  con¬ 
tracts.  According  to  analysts,  Procter  &  Gamble  made  a 
low-probability,  high-risk  bet  that  interest  rates  would  fall. 

No  national  bank’s  name  appears  on  this  casualty  list. 
But  hundreds  of  national  banks  are  involved  in  deriva¬ 
tive  activities  at  present,  the  vast  majority  as  users 
trying  to  hedge  their  risks. 

Because  of  our  increasing  concern  about  the  risks 
posed  by  exotic  and  complex  derivative  instruments, 
we  are  looking  at  whether  they  are  appropriate  for 
national  banks  and,  if  so,  to  what  extent  they  are  ap¬ 
propriate,  and  whether  we  need  to  take  further 
regulatory  action  on  these  instruments. 

Moreover,  the  proprietary  trading  units  of  some  national 
banks  —  a  handful  of  the  largest  —  actively  trade  cash 
and  derivative  instruments  to  take  positions  and  to 
establish  a  risk  position  for  the  bank  that  is  essentially 
independent  of  its  other  trading  and  risk  management 
positions.  In  short,  they  engage  in  activities  similar  to 
those  of  hedge  funds  —  another  financial  evolution  that 
has  been  in  the  news  much  lately.  These  proprietary 
trading  units  generally  represent  only  a  small  percent¬ 
age  of  a  bank’s  trading  activities.  They  are  intended  to 
make  use  of  the  powerful  research  capabilities, 
portfolio  management  expertise  and  computer  sys¬ 
tems  the  banks  have  set  up  to  serve  customer  needs. 
Nevertheless,  they  take  positions  with  insured 
deposits.  So  we  are  looking  at  whether  we  should  place 
capital  or  risk  limits  on  proprietary  trading  activities  or 
whether  some  other  type  of  regulatory  response  is 
appropriate. 

Let  me  make  clear  that  our  heightened  attention  to 
exotic  and  complex  derivatives  and  proprietary  trading 
is  proactive,  not  reactive.  We  are  motivated,  not  by 
signs  of  ill  health  at  the  national  banks,  but  simply  by 
an  abundance  of  caution,  the  same  caution  that  leads 
us  to  examine  any  new,  quickly  growing  line  of  business 
at  banks.  Perhaps  someday  our  concerns  and  cautions 
will  seem  as  quaint  as  the  caution  that  led  Congress  to 
forbid  national  banks  in  the  last  century  from  making 
mortgage  loans. 


96 


Let  us  hope  so. 


In  the  meantime,  we  will  meet  our  responsibilities  as 
bank  regulators.  We  have  learned  from  experience  that 
caution  is  often  justified,  and  we  will  not  soon  forget  that 
expensive  and  painful  lesson. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before 
Neighborhood  Housing  Services  of  New  York  City,  on  Community  Reinvestment 
Act  reform,  New  York,  New  York,  April  27,  1994 


In  my  role  as  Vice  Chairman  of  the  Neighborhood 
Reinvestment  Corporation,  I  have  witnessed  Neighbor¬ 
hood  Housing  Services,  and  NHS  of  New  York  City  in 
particular,  make  an  outstanding  commitment  to 
partnership  and  neighborhood  revitalization.  Numbers 
alone  cannot  measure  that  commitment,  but  they  can 
illustrate  the  good  that  comes  from  it.  In  1 993  alone,  the 
NHS  Network  Campaign  for  Homeownership  sup¬ 
ported  the  investment  of  $68.5  million  in  first  mortgage 
loans  to  low-  and  moderate-income  people.  Further, 
fewer  than  half  the  people  who  buy  homes  are  first-time 
homebuyers,  but  last  year,  94  percent  of  the  people  this 
campaign  assisted  were  buying  homes  for  the  first  time. 
And,  finally,  while  minorities  purchase  about  21  percent 
of  homes  overall,  last  year  69  percent  of  the  home- 
buyers  in  the  NHS  network  were  minorities. 

Clearly,  this  is  a  network  dedicated  to  enhancing  the 
quality  of  life  in  low-  and  moderate-income  neighbor¬ 
hoods.  Its  mission  is  admirable.  Undoubtedly  that  mis¬ 
sion  owes  much  to  the  Community  Reinvestment  Act, 
so  I  know  that  you  take  a  close  interest  in  its  reform.  I 
want  to  say  a  few  words  about  that  subject  today.  As  all 
of  you  know,  the  federal  regulators,  at  the  request  of 
President  Clinton,  are  now  engaged  in  a  revision  of  CRA 
regulation. 

While  the  CRA  has  led  to  many  successes,  it  has  not 
achieved  its  full  promise.  We  hope  to  achieve  that 
greater  measure  of  success  by  shifting  the  focus  of  this 
regulation  from  form  to  substance.  In  doing  so,  we  are 
trying  to  address  a  multitude  of  complaints  from 
bankers,  from  community  advocates,  from  individual 
citizens  —  about  problems  embedded  in  the  current 
system. 

We  heard  many  of  those  complaints  last  year  in  a  series 
of  seven  hearings  we  held  on  CRA  around  the  country, 
including  a  hearing  here  in  New  York  City.  However,  it 
is  our  hearing  in  Chicago  last  September  22  that  lingers 
in  my  memory,  in  large  part  because  of  the  heavy 
representation  of  the  banking  industry  there. 

I  remember  Ronald  Bero,  then  president-elect  of  the 
Wisconsin  Bankers  Association,  testifying,  that  banks 
and  CRA  have  the  same  goal  and  intent:  broad  distribu¬ 
tion  of  credit  and  financial  services  throughout  the 
entire  community.”  He  said:  "CRA  produces  tons  of 
paperwork  and  a  lot  of  paper-pushing  for  bank  staff 
rather  than  what  everyone  wants  more  lending  and 
financial  services.  This  is  costly,  time  consuming,  and 


basically  nonproductive.”  And  Mr.  Bero  said:  "CRA  is 
vague  and  highly  subjective.  It  relies  on  individual  value 
judgments  of  examiners  and  others,  rather  than  objec¬ 
tive  criteria,  to  judge  a  bank's  performance."  He  con¬ 
cluded  that  CRA  must  be  administered  in  a  more 
objective  manner. 

James  R.  Lauffer,  chairman,  president  and  chief  execu¬ 
tive  officer  of  the  First  National  Bank  of  Herminie,  in 
Irwin,  Pennsylvania,  and  president  of  the  Independent 
Bankers  Association  of  America,  was  succinct  when  he 
testified:  "The  present  CRA  system  wastes  time  and 
money,  and  sacrifices  loan  performance. 

And  testifying  on  behalf  of  the  American  Bankers  Asso¬ 
ciation,  Michael  K.  Guttau,  President  of  the  Treynor 
State  Bank,  Treynor,  Iowa,  noted:  "There  is  a  rare  con¬ 
sensus  among  bankers,  regulators,  and  community 
groups  that  the  process  of  supervision  and  enforce¬ 
ment  of  the  Community  Reinvestment  Act  is  deeply 
flawed."  He  added:  “The  problem  with  the  Community 
Reinvestment  Act  is  not  its  goals  but  its  vagueness  and 
ambiguity  that  have  led  to  a  nightmare  of  documenta¬ 
tion,  paperwork,  and  formalized  process  that  diverts 
bankers'  time  and  bank  resources  from  being  utilized 
to  serve  our  communities.”  And  he  stressed:  "We  need 
to  build  a  system  of  supervision  and  enforcement  that 
encourages  creativity  and  substance  in  community 
reinvestment  lending.” 

During  the  entire  series  of  seven  hearings,  I  cannot 
remember  one  banker,  or  one  representative  of  a  bank¬ 
ing  organization,  lending  support  to  the  current  system. 
Many  bankers  testified;  all  were  vehement.  Each  and 
every  one  called  for  change. 

In  December,  we  proposed  a  package  of  CRA  reforms 
—  a  package  that  generated  nearly  2,000  comment 
letters  to  the  Office  of  the  Comptroller  alone.  The  es¬ 
sence  of  CRA  reform  proposed  in  that  package  is  a 
simple  idea  advocated  by  almost  everyone  who  tes¬ 
tified  in  our  hearings:  The  only  way  to  make  the  law  work 
to  its  full  potential  is  to  root  the  evaluation  of  CRA 
performance  in  fact  —  hard,  demonstrable  fact. 
Gathering  factual  information  about  loans,  services, 
and  investments  and  having  this  information  available 
is  the  heart  of  CRA  reform.  The  details  of  how  we  root 
evaluation  of  CRA  performance  in  fact  are,  of  course, 
important,  but  they  are  the  means,  not  the  end.  The 
important  point  is  that  we  will  be  able  to  evaluate  CRA 
performance  on  the  basis  of  fact. 
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Under  the  current  CRA  regulation,  whether  a  bank  is 
meeting  its  responsibilities  is  almost  entirely  based  not 
on  what  it  has  done  or  is  doing  for  its  community,  but 
on  a  mound  of  paper  that  documents  whether  it  had 
meetings,  commissioned  certain  types  of  advertising, 
and  so  on.  Today,  there  is  no  systematic  way  to  evaluate 
whether  the  bank  is  helping  to  meet  the  credit  needs  of 
its  entire  community.  With  CRA  reform,  we  will  be  able 
to  make  such  an  evaluation,  because  we  will  have  a 
system  of  CRA  regulation  rooted  in  fact.  Fact  that  will 
answer  questions  like:  How  many  loans  is  a  bank 
making  and  to  whom  and  where?  And  to  what  extent  is 
the  bank  funding  community  development  and  affor¬ 
dable  housing? 

In  numerous  ways,  banks  will  be  able  to  meet  their  CRA 
responsibilities  in  the  same  way  that  they  can  do  so 
today:  by  lending  in  low-  and  moderate-income  areas 
and  to  low-  and  moderate-income  individuals,  by  sup¬ 
porting  organizations  like  NHS  of  New  York,  and  so  on. 
In  that  regard,  I  want  to  stress  that  community  develop¬ 
ment  activities  are  an  integral  part  of  CRA  compliance, 
and  nothing  we  will  do  will  change  that.  Moreover,  one 
of  the  things  we  will  be  considering  in  crafting  the  final 
rule  is  how  to  provide  incentives  for  banks  to  undertake 
community  development  activities,  directly  and  in 
partnership  with  organizations  like  NHS. 

But  many  of  the  factors  we  look  at  today  —  memoranda 
on  meetings,  advertising  copy,  and  so  on  —  will  no 
longer  be  the  focus  of  attention.  As  a  result,  CRA  will 
no  longer  be  as  vague  and  ambiguous  as  it  is  today. 
Moreover,  the  paperwork  burden  for  most  banks  will  be 
reduced.  Basing  CRA  performance  on  fact  means  that 
banks  will  no  longer  have  to  create  paper  defenses  that 
do  nothing  for  lending  or  providing  service  to  their 
communities:  banks  will  be  judged  on  their  record. 

However,  I  want  to  stress  that  CRA  reform  will  not  simply 
be  a  numbers  game.  We  will  recognize  and  encourage 
creativity  and  innovation  in  community  reinvestment. 


I  also  want  to  emphasize  that  no  one  will  expect 
bankers  to  run  give-away  programs.  The  loans  bankers 
will  make  under  the  reformed  CRA  regulations  are  loans 
that  banks  can  expect  to  be  repaid.  Banks  are  not 
social  agencies.  By  now,  everybody,  bankers  and  com¬ 
munity  advocates  alike,  should  recognize  that  CRA 
reform  cannot  be  a  panacea. 

In  the  final  rule,  banks  and  community  groups  will  find 
much  to  like.  However,  bankers  may  be  dissatisfied 
about  some  things.  CRA  reform  will  continue  to  require 
dedication  to  meeting  the  credit  and  service  needs  of 
the  entire  community,  in  particular  low-  and  moderate- 
income  areas,  and  CRA  reform  will  not  result  in  a 
regulatory  environment  that  is  burden  free.  It  is  impos¬ 
sible  to  conduct  a  CRA  evaluation  without  some 
regulatory  burden. 

Community  advocates  may  also  feel  dissatisfied.  CRA 
reform  will  simply  not  solve  the  great  bulk  of  problems 
that  afflict  low-  and  moderate-income  Americans.  It  is 
limited  to  lenders  addressing  community  credit  and 
service  needs  as  part  of  their  business.  In  President 
Clinton's  words,  it  is  about  a  hand  up,  not  a  handout. 
The  CRA  is  not  a  magic  wand  that  we  can  wave  to  make 
everything  that  we  do  not  like  go  away.  It  is  a  tool  that 
can  help  us  build  a  better  future.  But  like  any  tool,  we 
must  use  it  carefully  and  responsibly. 

We  can  get  to  a  better  system  if  everyone,  bankers, 
borrowers,  regulators,  works  together,  if  we  work  in 
partnership.  This  organization  has  shown  that  when 
people  work  together  in  a  partnership  wonderful  things 
can  happen.  People  see  their  lives  improve.  Neighbor¬ 
hoods  come  back  to  life.  In  closing,  I  want  to  note  that 
the  partnership  between  NHS  and  many  of  the  institu¬ 
tions  represented  here  in  this  room  stands  as  an  ex¬ 
ample  to  others.  I  look  forward  to  coming  back  next 
year,  and  every  year  that  I  am  Comptroller  of  the  Cur¬ 
rency,  to  applaud  you  for  all  the  good  work  that  you  do. 
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Interpretive  Letters 


638 — January  6,  1 994 

This  is  in  regard  to  correspondence  between  you,  the 
Federal  Deposit  Insurance  Corporation,  and  the  OCC, 
regarding  certain  proposed  deposit  origination  ac¬ 
tivities  of  national  bank  subsidiaries  of  a  holding  cor¬ 
poration. 

The  issue  was  originally  raised  when  you  requested  the 
FDIC  to  confirm  that  it  would  not  consider  the  banks 
participating  in  the  proposed  arrangement  to  be 
engaged  in  accepting  brokered  deposits.  However,  the 
FDIC  ruled  that  the  banks  would  be  accepting  brokered 
deposits  within  the  meaning  of  section  29  of  the  Federal 
Deposit  Insurance  Act  (FDIA)  as  amended  by  the 
Federal  Deposit  insurance  Corporation  Improvement 
Act  of  1991.  12  U.S.C.  1 831  f.  and  its  implementing 
regulation,  12  CFR  337.6. 

Subsequently,  you  committed  to  the  FDIC  that  the 
banks  would  not  engage  in  the  proposed  activities  until 
you  or  the  FDIC  received  an  opinion  from  the  OCC  that 
these  activities  would  not  be  inconsistent  with  branch¬ 
ing  provisions  applicable  to  national  banks.  According¬ 
ly,  you  have  asked  our  views  on  this  question. 

The  proposed  activities  are  described  in  your  letter  of 
December  11,1 992,  to  the  FDIC: 

CDs  are  used  as  a  funding  vehicle  by  the  various 
subsidiary  banks.  Usually  the  subsidiary  banks 
obtain  these  deposits  directly,  however,  oc¬ 
casionally,  [employees]  of  direct  and  indirect  sub¬ 
sidiaries  of  both  bank  and  nonbank  subsidiaries, 
may  assist  a  customer  in  purchasing  a  CD  issued 
by  another  subsidiary  bank  by  putting  the  cus¬ 
tomer  in  contact  with  the  appropriate  person. 
Upon  receipt  of  the  order,  the  issuing  bank 
decides  whether  to  accept  the  order  and  the  rates 
and  terms  for  the  CD.  Upon  acceptance,  the 
customer  sends  the  funds  to  the  issuing  bank  and 
becomes  a  customer  of  it.  Even  though  the  sub¬ 
sidiary  may  refer  the  customer  to  the  issuing  bank 
or  prepare  a  request  or  order  for  the  CD  for  the 
customer  and  send  the  order  to  the  issuing  bank, 
the  subsidiary  does  not  accept  any  funds  from  the 
customer  for  the  issuing  bank. 

You  then  concluded  that  since  the  subsidiary  visited  by 
the  customer  in  person  would  not  accept  funds  or  issue 
certificates  of  deposit  on  behalf  of  the  issuing  bank,  no 
branching  issues  would  be  raised.  I  agree  with  your 
conclusion. 


In  this  letter,  I  will  refer  to  the  banks  that  would  be 
providing  the  CD  information  as  the  “referring  banks" 
and  the  banks  that  would  be  issuing  the  CDs  as  the 
"issuing  banks."1 

The  starting  point  for  any  discussion  of  branching  is  the 
McFadden  Act,  which  states  that  a  "branch”  includes 
any  branch  office,  et  cetera,  at  which  "deposits  are 
received,  or  checks  paid,  or  money  lent."  12  U.S.C. 
36(f).  These  are  so-called  "core  activities"  for  branch¬ 
ing  purposes.  While  there  are  other  factors  that  also 
must  be  considered  in  deciding  whether  a  facility  is  a 
branch  under  federal  law,2 3  a  facility  is  decidedly  not  a 
branch  if  it  does  not  perform  a  core  activity.  See  Clarke 
v.  Securities  Industry  Ass’n,  479  U.S.  388  (1987).  Thus, 
the  threshold  issue  to  resolve  is  whether  the  referring 
banks  would  be  receiving  deposits  on  behalf  of  the 
issuing  banks  within  the  meaning  of  12  U.S.C.  36(f). 

Deposits  are  "received"  within  the  meaning  of  1 2  U.S.C. 
36(f)  when  a  customer  delivers  a  sum  ot  money, 
whether  in  cash  or  checks,4  to  a  bank  facility,  for  credit 
to  his  or  her  account.  First  Nat'l  Bank  in  Plant  City  v. 
Dickinson,  396  U.S.  122,  137  (1969)  (Plant  City);  Inoe- 
pendent  Bankers  Ass’n  of  America  v.  Smith,  534  F.2o 
921,  940  (D.C.  Cir.),  cert,  denied,  429  U.S.  862  (1976) 
(Smith);  unpublished  letter  from  Larry  A.  Mallinger, 
Senior  Attorney,  LASD,  May  24,  1985  (Mallinger  letter). 
It  follows  that  the  referring  banks  cannot  be  branches 
of  the  issuing  banks  unless  they  actually  receive  funds 
for  deposit  in  the  issuing  banks.5 

According  to  the  information  supplied  by  you  and 
quoted  above,  this  would  not  be  the  case  here.  The 
referring  banks  would  merely  supply  information  about 
certificates  of  deposit  offered  by  affiliate  issuing  banks, 
or  forward  applications  for  CDs  to  the  issuing  banks. 
You  specifically  stated  in  your  December  11,1 992  letter 
that  no  funds  would  be  received  by  the  referring  banks, 
but  that  funds  would  be  forwarded  to  the  issuing  banks 
directly  by  the  customers.  In  telephone  conversations 
with  you  on  August  16  and  September  17,  1993,  you 
informed  me  that  normally,  a  customer  would  mail  a 


'Apparently,  any  bank  could  be  either  an  issuing  bank  or  a  referring 
bank  at  different  times 

2ln  addition  to  performing  a  core  activity,  a  facility  must  be  estab¬ 
lished,  i.e.,  owned  or  rented,  by  the  bank,  and  it  must  provide  the 
bank  with  a  competitive  advantage  in  obtaining  customers,  e  g  by 
being  accessible  to  the  public  See  generally  Interpretive  Letter  No 
634.  July  23,  1993,  reprinted  in  [Current]  Fed  Banking  L  Rep  (CCH) 
H  83,51 8.  While  accessibility  to  the  public  is  obviously  present  in  this 
case,  in  view  of  the  conclusion  that  deposits  would  not  be  received, 
it  is  not  necessary  at  this  time  to  consider  the  establishment  test 

3The  FDIC's  determination  that  this  arrangement  constitutes  receiv¬ 
ing  brokered  deposits  for  purposes  of  the  FDIA  is  not  binding  on  the 
OCC  in  construing  the  McFadden  Act  a  much  earlier  statute  with 
very  different  objectives 

4 An  electronic  funds  transfer  would  obviously  quality  as  well 

5No  other  core  activities  appear  to  be  involved  in  the  proposal 
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check  to  the  issuing  bank.  Alternatively,  a  customer 
could  purchase  a  CD  by  wiring  funds  to  the  issuing 
bank  from  his  or  her  account  in  the  referring  bank. 

Although  the  court  in  Smith  held  that  a  "deposit"  in¬ 
cludes  the  transfer  of  funds  between  two  accounts  of 
the  same  customer,  757  F.2d  at  940-41 ,  the  wire  transfer 
described  above  would  not  cause  the  referring  bank  to 
be  receiving  deposits.  It  is  clear  that  the  Smith  court 
was  talking  about  transfers  between  accounts  in  the 
same  bank,  since  it  is  the  transfer  of  funds  foan  account 
that  constitutes  the  deposit.  The  withdrawal  of  funds 
from  an  account  is  "paying  a  check"  in  McFadden 
parlance.  757  F.2d  at  944.  The  Mallinger  letter  stated 
that  "a  bank  does  not  become  a  branch  of  another  bank 
by  receiving  what  are  its  own  deposits,  even  though 
they  subsequently  are  participated  out  to  that  other 
bank."  In  this  case,  we  could  paraphrase  that  by  saying 
“a  bank  does  not  become  a  branch  of  another  bank  by 
honoring  a  withdrawal  by  its  own  customer,  even 
though  the  funds  are  immediately  deposited  in  that 
other  bank.” 

Therefore,  in  wiring  funds  to  the  issuing  bank,  the 
referring  bank  would  not  be  receiving  deposits  on 
behalf  of  the  issuing  bank,  but  would  be  engaged  in  a 
core  banking  activity  on  its  own  behalf  (the  "payment 
of  checks”)  at  its  own  properly  licensed  location.  Such 
a  transfer  would  be  no  different  than  wiring  funds  to  any 
other  payee  upon  the  customer’s  instructions.  For  this 
very  reason,  it  could  be  said  that  there  is  no  competitive 
advantage  to  the  issuing  bank  in  this  arrangement, 
because  the  accountholder  in  the  referring  bank  could 
just  as  easily  wire  funds  to  some  other  bank  instead.6 

In  the  context  of  another  core  activity,  that  of  lending 
money,  the  Office  has  long  drawn  a  distinction  between 
making  a  loan,  which  requires  branch  certification  if 
done  at  a  bank-established  location,  and  activities  that 
are  preliminary  to  lending  but  fall  short  of  actually 
making  a  loan.  Such  loan  origination  activities  com¬ 
monly  include  providing  information  or  accepting  loan 
applications.  They  can  be  performed  at  nonbranch 
loan  production  offices  (LPOs)  instead  of  branches 
because  no  loans  are  actually  "made”  there.  See,  e.g., 
Interpretive  Ruling  7.7380,  12  CFR  7.7380;  Interpretive 


6ln  our  telephone  conversations,  you  also  speculated  that,  theoreti¬ 
cally  someone  who  was  not  a  depositor  of  a  referring  bank  could 
come  into  a  referring  bank  with  cash  or  a  check  and  ask  that  the 
funds  be  wired  to  an  issuing  bank  to  purchase  a  CD  However,  you 
thought  this  would  be  a  very  rare  occurrence,  and  might  even  be 
contrary  to  bank  policy.  To  the  extent  that  it  could  happen,  an 
occasional,  clearly  unusual  event  such  as  this  would  not  change  my 
analysis  See  Plant  City,  396  U  S.  at  137  n  10  Also,  if  a  referring  bank 
did  permit  nondepositors  to  wire  funds  anywhere  for  a  fee,  the 
transaction  would  be  more  properly  characterized  as  the  purchase 
of  a  service  rather  than  the  making  of  a  deposit 


Letter  No.  343,  May  24,  1985,  reprinted  in  [1985-1987 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H85,513; 
Interpretive  Letter  No.  634,  supra  note  2. 

The  referring  banks  would  be  performing  similar  ac¬ 
tivities,  except  for  deposits  instead  of  loans.  Thus,  the 
referring  bank  would  function  as  a  “deposit  production 
office,”  or  DPO.  The  loan  production  theory  can  be 
applied  to  deposits  as  well  as  loans.  See,  e.g.,  Carl 
Felsenfeld,  Electronic  Banking  and  Its  Effects  on  Inter¬ 
state  Branching — An  Analytic  Approach,  54  Ford  ham 
L.  Rev.  1019, 1048(1986).  There  is  no  logical  difference 
between  a  DPO  and  an  LPO;  neither  one  is  a  branch 
under  12U.S.C.  36. 

While  DPOs  have  been  less  common  than  LPOs,  they 
are  not  unprecedented.  For  instance,  during  the  1 980s, 
one  national  bank  solicited  deposits  through  non¬ 
branch  offices  located  in  another  state,  owned  by  a 
nonbank  affiliate.  Personnel  at  these  offices  provided 
information  and  answered  questions  about  deposit  ac¬ 
counts  at  the  bank  and  helped  customers  fill  out  ap¬ 
plication  forms.  The  offices  did  not  accept  deposits,  but 
provided  envelopes  and  a  mail  box  so  customers  could 
mail  deposits  to  the  bank.  The  banking  regulator  for  the 
state  in  which  the  offices  were  located  found  that  these 
activities  did  not  constitute  the  operation  of  bank 
branches  in  violation  of  state  banking  law,  which  was 
tantamount  to  finding  that  the  office  was  not  receiving 
deposits. 

While  it  does  not  appear  that  the  OCC  ever  ruled  on  the 
status  of  these  offices,  which  were  closed  in  1987,  we 
approved  a  similar  program  on  at  least  one  occasion. 
In  an  unpublished  letter  of  November  22,  1978,  Wallce 
S.  Nathan,  Regional  Counsel  in  New  York,  gave  his 
opinion  that  an  office  that  provided  information  on 
deposit  accounts,  application  forms,  and  envelopes  for 
the  mailing  of  the  forms  and  deposits,  would  not  be  a 
branch  under  12  U.S.C.  36. 

In  addition,  the  OCC  has  approved  the  performance  of 
deposit-related  clerical  tasks  for  other  institutions, 
some  involving  customer  contact,  as  a  correspondent 
service.  See,  e.g.,  Interpretive  Letter  No.  493,  Novem¬ 
ber  22,  1989,  reprinted  in[  1989-1990  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  1]  83,078  (activities  in¬ 
cluded  providing  account  information  to  an  affiliate 
bank’s  customers);  No  Objection  Letter  No.  87-11, 
November  30,  1987,  reprinted  in  [1988-1989  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  H  84,040  (clerical 
functions). 

Nor  would  I  view  the  proposed  activities  as  coming 
within  the  "unitary  operation”  theory,  which  has  been 
used  to  allege  that  affiliated  banks  are  branches  of 
each  other.  To  establish  the  existence  of  a  branch  under 
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this  theory,  it  must  be  shown  that  “in  substance,  [a 
bank]  is  doing  business  through  the  instrumentality  of 
[an  affiliate  institution  that  constitutes  the  alleged 
branch],  or  vice  versa,  in  the  same  way  as  if  the 
institutions  were  one.”  First  Nat’l  Bank  in  Billings  v.  First 
Bank  Stock  Corp.,  306  F.2d  937,  942  (9th  Cir.  1962).  To 
my  knowledge,  there  has  been  only  one  case  where 
this  theory  was  successfully  advanced.  Whitney  Nat’l 
Bank  v.  Bank  of  New  Orleans,  323  F.2d  290  (D.C.  Cir. 
1963),  rev’d  on  other  grounds,  378  U.S.  411  (1965). 
There,  the  evidence  showed  that  the  two  banks  actually 
were  operated  as  one,  and  in  fact  that  the  lead  bank 
had  specifically  created  the  holding  company  and  the 
affiliate  bank  to  avoid  branching  restrictions  on  the  lead 
bank.  That  is  clearly  not  the  situation  in  the  present 
case. 

It  is  therefore  my  opinion  that  the  referring  banks  would 
be  branches  of  the  issuing  banks  for  purposes  of 
12  U.S.C.  36  under  your  program,  and  therefore  no 
branching  issue  is  raised.  There  is  no  reason  why  a 
nonbranch  facility  cannot  perform  deposit  origination 
functions  such  as  providing  information  on  deposit 
products  or  handling  application  forms,  as  long  as  the 
activity  stops  short  of  actually  receiving  deposits. 

Christopher  C.  Manthey 
Senior  Attorney 
Corporate  Organization  and 
Resolutions  Division 

★  ★  ★ 


639 — January  14,  1994 

I  am  writing  in  response  to  your  letter  of  October  20, 
1 993  (your  File  No.  B81  -1 1 2),  to  Senior  Counsel  Jerome 
L.  Edelstein.  Your  letter  was  referred  to  me  for  response. 
Your  client  ("the  bank”)  wishes  to  engage  contractors 
to  perform  certain  deposit-related  activities,  and  you 
requested  an  opinion  from  the  OCC  as  to  whether  these 
activities  would  constitute  the  establishment  of  a 
branch  under  the  McFadden  Act,  12  U.S.C.  36.  It  is  my 
opinion  that  no  branch  would  be  created  for  purposes 
of  the  McFadden  Act. 

Based  on  your  letter  as  well  as  subsequent  telephone 
discussions  with  you,  I  understand  that  the  proposed 
activities  would  be  as  follows.  Certain  escrow  com¬ 
panies  maintain  deposit  accounts  with  the  bank  and 
desire  to  have  their  deposits  picked  up  from  their 
offices  by  a  courier  late  in  the  day  for  delivery  to  the 
bank.  The  bank  may  enter  into  a  written  agreement  with 
a  third  party  messenger  service  not  otherwise  affiliated 
with  the  bank,  whereby  the  courier  would  pick  up 
desposits  from  the  escrow  companies  and  deliver  them 


directly  to  a  service  bureau  not  affiliated  with  the  bank. 
The  deposits  generally  would  consist  only  of  checks, 
not  cash.1  They  would  be  deemed  to  be  received  by 
the  bank  upon  delivery  to  the  service  bureau;  prior  to 
that  time,  the  messenger  service  would  be  responsible 
for  any  losses  in  transit. 

The  service  bureau  would  process  the  deposits  by 
recording  them,  encoding  the  checks,  and  affixing 
necessary  information  The  service  bureau  would  then 
forward  the  items  directly  to  the  Federal  Reserve  Bank 
for  credit  to  the  bank’s  account  and  subsequent  collec¬ 
tion.  A  record  of  the  deposit  and  credit  to  the  customer's 
account  would  be  forwarded  to  the  bank’s  data  proces¬ 
sor,  which  is  also  an  unaffiliated  third  party.  The  service 
bureau  would  also  send  confirming  information  to  the 
bank  for  its  records. 

The  starting  point  for  any  analysis  of  branching  issues 
is  the  language  of  the  McFadden  Act,  which  states  that 
a  "branch”  includes  any  branch  office  established  by  a 
national  bank  at  which  "deposits  are  received,  or 
checks  paid,  or  money  lent."  12  U.S.C.  36(f).  A  national 
bank  facility  must  perform  at  least  one  of  these  "core” 
branching  activities  to  be  a  branch.  Clarke  v.  Securities 
Industry  Ass’n,  479  U.S.  388  (1987). 

However,  the  analysis  does  not  end  there.  The  courts 
have  identified  additional  factors  that  are  also  neces¬ 
sary  for  a  facility  to  be  a  branch.  It  must  be  “estab¬ 
lished”  (i.e.,  owned  or  rented)  by  the  bank. 
Independent  Bankers  Ass'n  of  America  v.  Smith,  534 
F.2d  921  (D.C.  Cir.),  cert,  denied,  429  U.S.  862  (1976) 
{Smith)-,  Independent  Bankers  Ass'n  or  New  York  v. 
Marine  Midland  Bank,  757  F.2d  453  (2d  Cir.  1 985).  And, 
the  convenience  to  the  public  of  the  facility's  location 
must  give  the  bank  a  competitive  advantage  in  obtain¬ 
ing  customers.  First  Nat’l  Bank  in  Plant  City  v.  Dickin¬ 
son,  396  U.S.  122  (1969)  ( Plant  City)]  Smith,  534  F.2d 
921.  The  OCC  has  referred  to  the  last  requirement  as 
the  "public  access  test,”  meaning  that  an  office  must 
serve  the  public  in  order  to  be  a  branch.  This  is  because 
a  facility’s  location  provides  no  convenience  to  the 
public  if  it  does  not  serve  customers  in  person. 

The  first  issue  raised  by  your  letter  is  whether  the 
messenger  service  would  be  a  branch.  OCC  Interpre¬ 
tive  Ruling  7.7490,  1 2  CFR  7.7490,  sets  forth  a  branch¬ 
ing  "safe  harbor"  for  messenger  services  whose 
operations  comply  with  certain  requirements.  In  other 
words,  the  OCC  will  not  consider  a  messenger  service 
to  be  a  branch  under  the  McFadden  Act  if  it  is  struc¬ 
tured  in  accordance  with  the  ruling. 


'in  my  opinion  this  distinction  is  not  material,  and  does  not  affect  my 
analysis. 
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This  interpretive  ruling  was  recently  revised  and  ex¬ 
panded  to  give  more  detailed  guidance.  58  Fed.  Reg. 
4070  (1993).  The  current  ruling  discusses  both  mes¬ 
senger  services  that  are  branches  and  those  that  are 
not.  In  the  latter  category,  it  establishes  a  safe  harbor 
for  messenger  services  that  are  owned  and  operated 
by  third  parties  and  pick  up  and  deliver  items  relating 
to  branching  functions  (such  as  deposits),  provided  the 
messenger  service: 

(A)  Makes  its  services  available  to  the  public, 
including  other  depository  institutions; 

(B)  Retains  ultimate  discretion  to  determine  which 
customers  and  geographical  areas  it  will  serve: 

(C)  Maintains  ultimate  responsibility  for  schedul¬ 
ing,  movement,  and  routing; 

(D)  Does  not  operate  under  the  name  of  the  bank, 
and  the  bank  and  the  messenger  service  do  not 
advertise,  or  otherwise  represent,  that  the  bank 
itself  is  providing  the  service  .  . .; 

(E)  Assumes  responsibility  for  the  items  during 
transit  and  maintains  adequate  insurance  cover¬ 
ing  holdups,  employee  fidelity,  and  other  in-transit 
losses;  and 

(F)  Enters  into  contracts  with  customers  which 
provide  that  the  messenger  service  acts  as  the 
agent  for  the  customer  when  the  items  are  in 
transit  between  the  bank  and  the  customer  and, 
in  the  case  of  items  intended  for  deposit,  such 
items  shall  not  be  deemed  to  have  been 
deposited  until  delivered  to  the  bank  at  an  estab¬ 
lished  bank  office  .... 

12  CFR  7.7490(c)(2).  These  criteria  are  designed  to 
address  the  factors  that  caused  the  Supreme  Court  to 
find  the  Plant  City  messenger  service  to  be  a  branch. 
Messenger  services  that  meet  all  of  these  requirements 
will  qualify  for  the  branching  safe  harbor.  See,  e.g., 
unpublished  letter  from  Jerome  Edelstein,  Senior  Coun¬ 
sel,  December  17,  1992  (Edelstein  letter). 

From  the  information  you  have  supplied,  it  is  apparent 
that  the  messenger  service  operation  planned  by  the 
bank  would  comply  with  all  of  the  above  requirements 
except  for  paragraph  F.  It  would  differ  from  that  para¬ 
graph  because  the  messenger  service  would  contract 
directly  with  the  bank,  instead  of  the  bank’s  customers. 
However,  this  difference  would  not  be  fatal.  As  the 
preamble  to  the  interpretive  ruling  states,  the  ruling  is 
a  safe  harbor,  and  is  not  intended  to  be  exclusive.  58 
Fed  Reg.  at  4071.  ”[T]here  may  be  facts  and  cir¬ 
cumstances  under  which  the  failure  to  satisfy  certain  of 


the  listed  factors  would  not  cause  the  facility  to  be 
considered  as  a  branch  of  the  bank.”  Id.  at  4072. 

Such  is  the  case  here.  Since  the  interpretive  ruling 
permits  banks  to  ultimately  bear  the  cost  of  a  mes¬ 
senger  service  by  reimbursing  customers  for  the  cost 
of  hiring  a  service,  12  CFR  7.7490(c)(3),  I  do  not  think 
that  it  is  a  material  deviation  from  the  ruling’s  guidelines 
for  the  bank  to  contract  with  the  messenger  service 
directly. 

It  is  important  to  note  that,  as  required  by  paragraph  F, 
items  would  not  be  treated  as  deposited  when  they  are 
picked  up  by  the  messenger  service.  Instead,  they 
would  be  credited  only  when  they  are  received  by  the 
service  bureau.  It  is  true  that  in  Plant  City,  the  Supreme 
Court  chose  to  disregard  a  similar  contractual  provision 
when  it  held  that  deposits  were  received  by  the  bank  at 
the  time  they  were  picked  up  by  the  messenger  service. 
However,  that  decision  was  based  on  the  facts  in  that 
case,  which  showed  that  the  messenger  service  was 
owned  by  the  bank,  operated  under  the  bank’s  name, 
the  bank  employed  the  teller  and  driver-guard,  it 
directed  all  of  the  car’s  movements  and  routing,  paid 
for  the  cost  of  the  car’s  operation,  and  assumed  com¬ 
plete  responsibility  for  losses  in  transit.  396  U.S.  at  1 28. 
None  of  these  things  would  be  true  under  your  client’s 
proposal,  but  would  all  be  the  responsibility  or  preroga¬ 
tive  of  the  messenger  service,  not  the  bank. 

Since  the  messenger  service  would  be  a  bona  fide, 
independent  enterprise  not  established  by  the  bank, 
and  would  comply  with  all  of  the  other  conditions 
specified  in  the  ruling,  it  would  not  be  a  branch  of  the 
bank  within  the  meaning  of  the  McFadden  Act, 
12  U.S.C.  36(f). 

I  reach  the  same  conclusion  with  regard  to  the  service 
bureau  that  will  receive  the  deposit  items  delivered  by 
the  messenger  service.  Like  the  messenger  service, 
the  service  bureau  will  be  an  independent  third  party 
and  thus  will  not  be  "established"  by  the  bank.  In 
addition,  there  will  be  no  public  access  to  the  service 
bureau's  office.  It  will  be  strictly  a  back  office  perform¬ 
ing  clerical  functions,  and  the  bank  will  not  be  compet¬ 
ing  for  customers  at  that  location. 

The  OCC  has  long  maintained  that  back  offices  that  do 
not  serve  customers  in  person  are  not  branches.  See, 
e.g.,  Interpretive  Letter  No.  634,  July  23, 1993,  reprinted 
in  [Current]  Fed.  Banking  L.  Rep.  (CCH)  H  83,518; 
interpretive  Letter  No.  343,  May  24,  1985,  reprinted  in 
[1985-1987  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  H  85,513.  Since  the  service  bureau  would  not  be 
established  by  the  bank  and  would  have  no  public 
access,  it  would  not  be  a  branch  within  the  meaning  of 
the  McFadden  Act,  12  U.S.C.  36(f). 
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To  qualify  for  the  safe  harbor  of  the  Interpretive  Ruling, 
items  must  be  delivered  to  "an  established  bank  office," 
i.e.,  a  main  office  or  branch.  12CFR  7.7490(c)(2)(F).  As 
I  have  just  discussed,  the  service  bureau  office  will  not 
be  a  branch  of  the  bank.  However,  a  safe  harbor  is  not 
a  set  of  inflexible  requirements  that  must  be  complied 
with,  but  guidance  that  shows  one  way  to  reach  a 
certain  result — in  this  case,  a  messenger  service  that 
is  not  a  branch.  It  does  not  prohibit  legally  permissible 
activities  that  may  differ  from  the  safe  harbor 
guidelines.  Interpretive  Letter  No.  634,  supra. 

It  is  legally  permissible  for  national  banks  to  receive  or 
process  deposits  at  nonbranch  locations,  and  the  OCC 
has  recently  had  occasion  to  discuss  such  an  arrange¬ 
ment.  See  Interpretive  Letter  No.  635,  July  23,  1993, 
reprinted  in  [Current]  Fed.  Banking  L.  Rep.  (CCH)  H 
83,519,  which  discussed  a  national  bank  operating 
subsidiary  that  received  items  for  deposit  in  the  mail 
and  processed  them  at  a  nonbranch,  back  office 
facility.  Therefore,  the  fact  that,  under  your  client's 
proposal,  the  messenger  service  would  deliver  deposit 
items  to  a  nonbranch  facility  rather  than  a  main  or 
branch  office  of  the  bank  does  not  affect  the  conclusion 
that  the  messenger  service  would  not  be  a  branch,  and 
there  is  no  legal  objection  to  structuring  the  bank’s 
operations  in  this  way. 

The  Edelstein  letter,  supra ,  noted  several  supervisory 
concerns  that  I  believe  are  appropriate  to  your  client’s 
proposal.  Any  national  bank  utilizing  such  a  messenger 
service  should  implement  and  require  by  contract  ade¬ 
quate  internal  controls  to  assure  proper  recordkeeping 
concerning  the  handling  and  allocation  of  funds,  and  to 
assure  that  the  funds  are  adequately  protected  and  in¬ 
sured  at  all  times  by  the  appropriate  party.  In  addition,  a 
national  bank  contracting  for  such  a  service  should  be 
certain  that  any  disagreements  that  arise  between  the 
messenger  service  and  a  customer  with  regard  to  the 
amount  of  funds  transported  are  resolved  by  those  par¬ 
ties,  and  the  bank  is  not  held  responsible  for  resolving 
such  discrepancies  or  otherwise  settling  such  claims. 

In  conclusion,  it  is  my  opinion  that  neither  the  mes¬ 
senger  service  nor  the  service  bureau  would  be 
branches  of  the  bank  under  the  McFadden  Act,  12 
U.S.C.  36.  This  opinion  is  based  on  information  ob¬ 
tained  from  your  letter  and  my  telephone  conversations 
with  you.  Any  material  difference  from  the  facts  as 
described  above  could  result  in  a  different  conclusion. 

Christopher  C.  Manthey 
Senior  Attorney 
Corporate  Organization  and 
Resolutions  Division 

★  ★  * 


640 — January  7,  1994 

This  is  in  response  to  your  letter  on  behalf  of  your  client, 
regarding  debt  cancellation  agreements  (DCAs)  of¬ 
fered  by  national  banks.  In  it,  you  inquired  about  the 
authority  of  national  banks  to  offer  DCAs  that  cancel 
debt  upon  the  borrower’s  disability  or  unemployment 
as  well  as  the  borrower's  death.  As  discussed  below,  it 
is  my  opinion,  pursuant  to  12  U.S.C.  24  (Seventh),  that 
national  banks  may  offer  DCAs  that  cancel  debt  upon 
a  borrower’s  disability  and/or  unemployment,  as  well  as 
a  borrower's  death. 

Authority  of  National  Banks  to  Negotiate  DCAs 

Among  the  congressionally  granted  powers  of  national 
banks  is  the  power  to  loan  money,  and  a  national  bank 
may  exercise  “all  such  incidental  powers  as  shall  be 
necessary  to  carry  on  the  business  of  banking."  12 
U.S.C.  24  (Seventh).  The  incidental  powers  clause  has 
been  interpreted  by  courts  to  encompass  those  ac¬ 
tivities  “directly  related  to"  and  "convenient  or  useful" 
to  the  performance  of  customary  and  expressly 
authorized  banking  services.  M  &  M  Leasing  Corp.  v. 
Seattle  First  National  Bank,  563  F.2d  1377,  1382  (9th 
Cir.  1977),  cert,  denied,  436  U.S.  956  (1978);  Arnold 
Tours,  Inc.  v.  Camp,  472  F.2d  427,  431-32  (1st  Cir. 
1972). 

In  1963,  the  Office  of  the  Comptroller  of  the  Currency 
(OCC)  concluded  that  offering  properly  reserved  DCAs 
is  incidental  to  the  express  authority  of  a  national  bank 
to  make  loans.  Interpretive  Ruling  (IR)  7.7495,  12  CFR 
7.7495.  In  1990,  the  OCC's  conclusion  was  upheld  by 
the  United  States  Court  of  Appeals  for  the  Eighth  Cir¬ 
cuit.  First  National  Bank  of  Eastern  Arkansas  v.  Taylor, 
907  F.2d  775  (8th  Cir.),  cert,  denied,  111  S.  Ct.  442 
(1990).  The  court  agreed  with  the  Comptroller’s  deter¬ 
mination  that,  under  12  U.S.C.  24  (Seventh),  a  national 
bank’s  offering  of  DCAs  was  a  permissible  adjunct  to 
the  lending  activity. 

While  IR  7.7495  addresses  only  DCAs  that  cancel  debt 
upon  the  death  of  the  debtor,  the  same  rationale  under¬ 
lying  the  ruling,  that  DCAs  are  incidental  to  banks' 
express  loan-making  authority,  would  apply  to  DCAs 
involving  borrowers’  disability  or  unemployment.  Ac¬ 
cordingly,  under  1 2  U.S.C.  24  (Seventh),  national  banks 
may  offer  DCAs  that  cancel  debt  upon  borrowers'  dis¬ 
ability  or  unemployment,  as  well  as  death. 

IR  7.7495  directs  national  banks  to  establish  necessary 
reserves  to  provide  for  the  additional  potential  losses 
resulting  from  DCAs.  Because  the  risk  of  loss  due  to 
DCAs  covering  unemployment  may  be  locally  high,  the 
reserves  required  for  such  DCAs  may  vary  from  those 
required  for  death  or  disability  DCAs,  which  may  be 
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actuarially  determined.  The  bank  should  consider  this 
when  establishing  appropriate  reserves.  In  addition, 
the  reserves  required  for  DCAs  are  separate  from  a 
bank's  capital  accounts  and  allowance  for  loan  and 
lease  losses.  Loans  for  which  DCAs  are  written  should 
also  be  included  in  the  portfolio  of  consumer  loans  for 
the  purpose  of  determining  the  adequacy  of  the  al¬ 
lowance  for  loan  and  lease  losses. 

As  a  result  of  a  national  banks’  increased  interest  in 
offering  DCAs,  the  OCC  currently  is  developing  super¬ 
visory  guidance  in  this  area.  Once  the  OCC  promul¬ 
gates  such  guidelines,  of  course,  the  bank  will  be 
expected  to  review  and  adjust  its  program  as  ap¬ 
propriate. 

William  P.  Bowden,  Jr. 

Chief  Counsel 

★  *  * 


641 — December  15,  1993 

I  am  writing  in  response  to  your  letter  dated  November 
16,  1993.  In  this  letter  you  asked  whether  the  firm  in 
question  would  constitute  an  “agent”  as  that  term  is 
used  in  12  CFR  34.45(b).  Following  my  review  of  your 
letter,  and  based  upon  the  information  provided  to  my 
staff  in  a  subsequent  telephone  conversation,  I  have 
determined  that  the  firm  constitutes  an  “agent”  as  that 
term  is  used  in  34.45(b). 

Background 

The  firm  engages  appraisers  to  obtain  residential  real 
estate  appraisals  for  national  banks  and  other  financial 
institutions  on  a  fee-for-service  basis.  National  banks  or 
other  financial  institutions  utilizing  the  firm’s  services 
notify  it  of  their  need  for  an  appraisal  and  the  firm 
engages  an  appraiser  —  not  an  employee  of  theirs  — 
who  conducts  the  required  appraisals.  There  are  no 
written  contracts  between  the  firm  and  the  national 
banks  using  its  services;  the  relationship  is  ongoing  on 
a  case-by-case  basis  at  the  client's  discretion.  The  firm 
does  not  participate  in  any  fashion  in  the  underwriting 
of  the  loan. 

In  addition  to  the  above,  the  firm  also  offers  title  in¬ 
surance  sales  and  loan  closing  services  to  financial 
institutions. 

Analysis 

Section  34.45(b)  provides,  in  pertinent  part,  that  ”[i]f  an 
appraisal  is  prepared  by  a  fee  appraiser,  the  appraiser 
shall  be  engaged  directly  by  the  regulated  institution  or 


its  agent,  and  have  no  direct  or  indirect  interest,  finan¬ 
cial  or  otherwise,  in  the  property  or  transaction.”  (Em¬ 
phasis  added).  The  purpose  of  34.45  is  to  ensure  that 
the  appraiser  produces  an  objective  opinion  of  the 
market  value  of  the  property  being  appraised.  See  Real 
Estate  Appraisals,  55  Fed.  Reg.  34684,  34694  (1990). 
In  particular,  34.45(b)  is  intended  to  further  appraiser 
independence  by  requiring  that  fee  appraisers  ( i.e 
those  not  permanently  employed  by  a  regulated  finan¬ 
cial  institution)  "be  hired  by  a  regulated  institution  or  its 
agent  rather  than  the  borrower."  Id. 

From  the  foregoing  discussion  on  the  purpose  of  34.45, 
it  is  evident  that  the  focus  of  the  section  is  upon  the 
independence  of  both  the  appraiser  and  the  national 
bank’s  agent  rather  than  upon  any  strict  meaning  of  who 
constitutes  an  agent  for  purposes  of  the  section.  It  is 
appropriate,  in  light  of  this  focus,  to  interpret  the  word 
“agent”  in  a  general  rather  than  restrictive  or  strict 
fashion.  In  my  opinion,  the  term  “agent”  as  used  in  the 
regulation  is  intended  to  mean  a  person,  whether  an 
actual  individual  or  a  business  entity  such  as  corpora¬ 
tion,  authorized  by  a  national  bank  to  act  on  the  bank’s 
behalf. 

Here,  a  national  bank  requiring  an  appraisal  contacts 
the  firm,  and  the  firm  then  engages,  on  the  bank’s 
behalf,  an  appraiser  capable  of  delivering  the  required 
opinions  and  analyses.  Accordingly,  the  firm  would  be 
an  "agent”  as  that  term  is  used  in  34.45(b). 

Conclusion 

Although  the  firm  is  an  “agent”  under  the  regulation,  the 
client  national  bank  remains  responsible  for  ensuring 
compliance  with  Part  34.  Moreover,  it  is  clear  from  the 
foregoing  that  it  would  be  inappropriate  for  a  firm  to  act 
as  an  agent  for  a  national  bank  where  the  firm  had  a  direct 
or  indirect  interest  in  either  the  property  subject  to  ap¬ 
praisal  or  the  transaction  the  appraisal  is  intended  to 
support.  See  55  Fed.  Reg.  at  34694;  12  CFR  34.45(b). 

The  opinion  expressed  above  is  based  upon  the  facts 
recited  in  this  letter.  Different  facts  could  lead  to  a 
different  result. 

William  B.  Glidden 
Assistant  Director 

Bank  Operations  and  Assets  Division 

★  ★  ★ 


642 — January  28,  1994 

I  am  writing  in  response  to  your  letter  in  which  you  asked 
that  we  provide  a  legal  opinion  based  on  the  following 
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following  fact.  A  national  bank  provides  a  borrower  with 
a  list  of  appraisers  from  which  the  borrower  chooses  an 
appraiser.  The  bank  then  sends  the  appraiser  selected 
by  the  borrower  a  letter  of  engagement.  You  indicate 
that  your  understanding  is  that  “the  borrower  cannot  be 
involved  in  the  process  of  engaging  an  appraiser”  and 
that  the  facts  described  would  constitute  a  violation  of 
12CFR  34.45. 

Following  my  review  of  your  letter  I  am  not  able  to  issue  a 
definitive  statement  on  whether  the  particular  circum¬ 
stances  you  describe  violate  34.45(b).  However,  it  is  my 
opinion  that  borrower  involvement  in  engaging  an  ap¬ 
praiser  would  not  perse  constitute  a  violation  of  34.45(b) 
if  the  guidelines  discussed  below  are  observed. 

Analysis 

Section  34.45(b)  provides,  in  pertinent  part,  that  “[i]f  an 
appraisal  is  prepared  by  a  fee  appraiser,  the  appraiser 
shall  be  engaged  directly  by  the  regulated  institution.  . . 
and  have  no  direct  or  indirect  interest,  financial  or 
otherwise,  in  the  property  or  transaction."  (Emphasis 
added).  The  purpose  of  34.45  is  to  ensure  that  the 
appraiser  produces  an  objective  opinion  of  the  market 
value  of  the  property  being  appraised.  See  Real  Estate 
Appraisals,  55  Fed.  Reg.  34684,  34694  (1990).  In  par¬ 
ticular,  34.45(b)  is  intended  to  further  appraiser  inde¬ 
pendence  by  requiring  that  fee  appraisers  ( i.e .,  those 
not  permanently  employed  by  a  regulated  financial 
institution)  “be  hired  by  a  regulated  institution  or  its 
agent  rather  than  the  borrower.”  Id. 

From  the  foregoing  discussion  on  the  purpose  of  34.45, 
it  is  evident  that  the  focus  of  the  section  is  upon  the 
independence  of  the  appraiser  and  ensuring  that  a 
bank  obtains  from  the  appraiser  a  reliable  opinion  of  the 
real  estate's  value.  Borrower  involvement  in  engaging 
an  appraiser  does  not  per  se  violate  34.45(b).  Rather  it 
is  the  nature  of  the  involvement  that  is  critical. 


In  the  situation  that  you  describe  in  your  letter,  the 
borrower’s  role  is  limited  to  selecting  the  name  of  the 
appraiser  from  a  list  provided  by  the  bank.  The  letter  of 
engagement  is  sent  by  the  bank,  complying  with 
34.45(b)’s  requirement  that  the  appraiser  be  engaged 
directly  by  the  regulated  institution.  It  is  unclear,  how¬ 
ever,  if  the  following  four  necessary  precautions  were 
observed: 

•  The  appraiser  has  no  direct  or  indirect  interest 
in  the  property  or  transaction; 

•  It  is  clear  from  the  engagement  letter  that  it  is 
the  bank,  not  the  borrower,  that  is  engaging 
the  appraiser; 

•  The  borrower  has  no  contact  with  the  ap¬ 
praiser  prior  to  the  appraiser  being  engaged 
by  the  bank;  and 

•  The  bank  ensures  that  the  borrower  has  no 
relationship  with  the  appraiser. 

In  the  situation  you  describe,  the  facts  surrounding  the 
transaction  become  important  and  the  terms  of  the 
engagement  letter  utilized  by  the  bank  become  critical. 
There  should  be  no  doubt  when  considering  the  totality 
of  the  facts  and  circumstances  of  the  transaction  that 
there  was  compliance  with  both  the  provisions  of 
34.45(b)  and  the  guidelines  set  out  above. 

The  opinion  expressed  above  is  based  upon  the  facts 
recited  in  this  letter.  Different  facts  could  lead  to  a 
different  result. 

Peter  Liebesman 
Assistant  Director 

Bank  Operations  and  Assets  Division 

★  ★  ★ 
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Mergers  —  January  1  to  March  31 ,  1994 


Mergers  consummated  involving  two  or  more  nonaffiliated  operating  banks 


Page 

Arizona 

January  14,  1994 

National  Bank  of  Tucson,  Tucson,  Arizona,  and 

Zions  First  National  Bank  of  Arizona,  Mesa,  Arizona 

Merger .  1  f5 

Iowa 

January  7,  1994 

The  First  National  Bank  of  Missouri  Valley,  Missouri  Valley, 

Iowa,  and 

Mondamin  Savings  Bank,  Mondamin,  Iowa 

Merger .  1 15 

Kansas 

February  1 ,  1994 

First  National  Bank,  Abilene,  Kansas,  and 

Citizens  Bank  and  Trust  Company,  Abilene,  Kansas 

Merger .  115 

New  Jersey 

March  25,  1994 

First  Fidelity  Bank,  National  Association,  Salem,  New  Jersey, 
and 

First  Peoples  National  Bank,  Edwardsville,  New  Jersey 
Merger .  1 


Page 

New  York 

January  1 ,  1994 

Wilbur  National  Bank,  Oneonta.  New  York,  and 

The  First  National  Bank  of  Downsville,  Downsville,  New  York 

Merger  ...  1  ^ 

March  31,  1994 

The  Bath  National  Bank,  Bath,  New  York,  and 

Atlanta  National  Bank.  Atlanta,  New  York 

Merger  .  116 

Texas 

January  3,  1994 

The  First  National  Bank  of  Hughes  Springs,  Hughes  Springs, 
Texas,  and 

The  First  National  Bank  of  Atlanta,  Atlanta,  Texas 

Merger  .  116 

February  28,  1994 

NationsBank  of  Texas,  National  Association,  Dallas,  Texas,  and 
New  Corpus  Christi  National  Bank,  Corpus  Christi,  Texas 

Merger .  116 

March  7,  1994 

Bank  One  Texas,  National  Association,  Dallas,  Texas,  and 
Parkdale  Bank,  Beaumont,  Texas 

Merger  .  116 


Mergers  consummated  involving  nonaffiliated  national  banks  and  savings  and  loan  associations 

Page  Page 


Arkansas 

February  15,  1994 

First  National  City  Bank  of  Eastern  Arkansas,  Forrest  City, 
Arkansas,  and 

Wynbanc  Savings,  F.S.B.,  Wynne,  Arkansas 

Merger .  11 

Illinois 

February  25,  1994 

The  First  National  Bank  in  Staunton,  Staunton,  Illinois,  and 
Lemont  Federal  Savings  and  Loan,  Lemont,  Illinois 
Merger .  11 

Kansas 

March  1 1 ,  1994 

Sunflower  Bank,  National  Association,  Salina,  Kansas,  and 
Pioneer  Federal  Savings  and  Loan  Association,  Prairie  Village, 

Kansas 

Merger . 

New  Jersey 

January  28,  1994 

Midlantic  National  Bank,  Newark,  New  Jersey,  and 
Carteret  Federal  Savings  Bank,  Newark,  New  Jersey  ^ 

Merger . 


North  Carolina 

February  24,  1994 

Southern  National  Bank  of  North  Carolina,  Lumberton,  North 
Carolina,  and 

Home  Federal  Savings  Bank,  F.S.B.,  Statesville,  North  Carolina 
Merger  .  117 

Pennsylvania 

January  21 ,  1994 

PNC  Bank,  National  Association,  Pittsburgh,  Pennsylvania,  and 
United  Federal  Saving  Bank,  State  College,  Pennsylvania 
Merger  .  117 

South  Carolina 

January  28,  1994 

Southern  National  Bank  of  South  Carolina.  Columbia,  South 
Carolina,  and 

The  First  Savings  Bank,  F.S  B  ,  Greenville,  South  Carolina 
Merger .  1 17 

Virginia 

March  25,  1994 

Jefferson  National  Bank,  Charlottesville,  Virginia,  and 

Liberty  Federal  Savings  Bank.  Warrenton,  Virginia 

Merger  .  11 


111 


Mergers  consummated  involving  two  or  more  affiliated  operating  banks 

Page 


Colorado 

January  1 ,  1994 

Norwest  Bank  Denver,  National  Association,  Denver,  Colorado, 
and 

Norwest  Bank  Southglenn,  N.A.,  Littleton,  Colorado,  and 
Norwest  Bank  Southwest  Plaza,  N.A.,  Littleton,  Colorado,  and 
Norwest  Bank  Arapahoe,  N.A.,  Englewood,  Colorado,  and 
Norwest  Bank  Arvada,  N.A.,  Arvada,  Colorado,  and 
Norwest  Bank  Aurora,  N.A.,  Aurora,  Colorado,  and 
Norwest  Bank  Aurora-City  Center,  N.A.,  Aurora,  Colorado,  and 
Norwest  Bank  Aurora-South,  N.A.,  Aurora,  Colorado,  and 
Norwest  Bank  Bear  Valley,  N.A.,  Denver,  Colorado,  and 
Norwest  Bank  Broomfield,  N.A.,  Broomfield,  Colorado,  and 
Norwest  Bank  Buckingham  Square,  N.A.,  Aurora,  Colorado, 
and 

Norwest  Bank  Cherry  Creek,  N.A.,  Denver,  Colorado,  and 
Norwest  Bank  Highlands  Ranch,  N.A.,  Highlands  Ranch, 
Colorado,  and 

Norwest  Bank  Lakewood,  N.A.,  Lakewood,  Colorado,  and 
Norwest  Bank  Littleton,  N.A.,  Littleton,  Colorado,  and 
Norwest  Bank  Monaco,  N.A.,  Denver,  Colorado,  and 
Norwest  Bank  Northglenn,  N.A.,  Northglenn,  Colorado 

Merger  .  118 

March  21,  1994 

Norwest  Bank  Colorado  Springs,  National  Association, 

Colorado  Springs,  Colorado,  and 
FirstArmerican  Bank,  National  Association,  Colorado  Springs, 
Colorado 

Merger .  118 

Georgia 

March  18,  1994 

Bank  South,  National  Association,  Atlanta,  Georgia,  and 

The  Merchant  Bank  of  Atlanta,  Atlanta,  Georgia 

Merger .  118 

Illinois 

January  10,  1994 

Peoples  National  Bank  of  Kewanee,  Kewanee,  Illinois,  and 
Bradford  Banking  Company,  Bradford,  Illinois 

Merger .  119 

February  1 ,  1994 

Commerce  Bank,  National  Association,  Peoria,  Illinois,  and 
Commerce  Bank  of  Tazewell  County,  National  Association, 
Delavan,  Illinois,  and 

Commerce  Bank  of  Woodford  County,  National  Association, 


Metamora,  Illinois 

Merger .  119 

February  1 1,  1994 

Citizens  First  National  Bank,  Princeton,  Illinois,  and 
Citizens  First  National  Bank  of  Genoa,  Genoa,  Illinois 

Merger .  119 

February  21 ,  1994 

Gurnee  National  Bank,  Gurnee,  Illinois,  and 


American  National  Bank  and  Trust  Company  of  Waukegan, 
Waukegan,  Illinois 

Merger .  119 

Indiana 

March  1,  1994 

Norwest  Bank  Indiana,  National  Association,  South  Bend, 
Indiana,  and 

Norwest  Bank  Fort  Wayne,  National  Association,  Fort  Wayne, 
Indiana,  and 

Norwest  Bank  Angola.  Angola,  Indiana,  and 

Norwest  Bank  Bluffton,  Bluffton,  Indiana,  and 

The  First  State  Bank  of  Decatur,  Decatur,  Indiana,  and 

Norwest  Bank  Monticello,  Monticello,  Indiana,  and 

Norwest  Bank  Peru,  Peru,  Indiana,  and 

Norwest  Bank  Rochester,  Rochester,  Indiana,  and 
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Norwest  Bank  Rushville,  National  Association,  Rushville, 

Indiana,  and 

Norwest  Bank  Shipshewana,  Shipshewana,  Indiana,  and 
Norwest  Bank  Wabash,  National  Association.  Wabash,  Indiana 
Merger  .  119 

Iowa 

January  1 ,  1994 

Boatmen’s  National  Bank  of  Iowa,  Urbandale,  Iowa,  and 
Boatmen’s  National  Bank  of  Des  Moines,  Des  Moines,  Iowa, 
and 

Boatmen’s  National  Bank  of  Greenfield,  Greenfield,  Iowa 
Merger  .  120 

Kansas 

January  3,  1994 

The  Stockton  National  Bank,  Stockton,  Kansas,  and 

Rooks  County  State  Bank,  Woodston,  Kansas 

Merger  .  120 

Kentucky 

February  1 1 ,  1994 

Liberty  National  Bank  and  Trust  Company  of  Central  Kentucky, 
Radcliff.  Kentucky,  and 

Farmers  Deposit  Bank  of  Brandenburg,  Brandenburg, 

Kentucky,  and 

Liberty  National  Bank  and  Trust  Company  of  Hardin  County, 
Elizabethtown,  Kentucky 

Merger  .  120 

Louisiana 

January  1 ,  1994 

The  First  National  Bank  of  Lafayette,  Lafayette,  Louisiana,  and 
First  National  Bank  of  St.  Landry  Parish,  Opelousas,  Louisiana 
Merger  .  120 

Maryland 

February  4,  1994 

Maryland  National  Bank,  Baltimore,  Maryland,  and 
American  Security  Bank,  National  Association,  Silver  Spring, 
Maryland 

Merger  .  120 

Minnesota 

March  4,  1994 

Norwest  Bank  Minnesota  Central,  National  Association, 

St.  Cloud,  Minnesota,  and 

St.  Cloud  National  Bank  and  Trust  Company,  St.  Cloud, 
Minnesota 

Merger  .  120 

Missouri 

March  8,  1994 

Commerce  Bank  of  St.  Louis,  National  Association,  Clayton, 
Missouri,  and 

Commerce  Bank  of  St.  Francois  County,  National  Association, 
Farmington,  Missouri 

Merger  .  121 

Nebraska 

January  31 ,  1994 

American  National  Bank,  Nebraska  City,  Nebraska,  and 

Johnson  County  Bank,  Elk  Creek,  Nebraska,  and 

Home  State  Bank  and  Trust  Company,  Humboldt,  Nebraska 


Merger  .  121 

March  21,  1994 

American  National  Bank,  Omaha,  Nebraska,  and 
Northern  Bank,  Omaha,  Nebraska 

Merger  .  121 
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New  Jersey 

January  1 1 ,  1994 

First  Fidelity  Bank,  National  Association,  Salem,  New  Jersey, 
and 

First  Fidelity  Bank,  National  Association,  Pennsylvania, 
Philadelphia,  Pennsylvania,  and 

First  Fidelity  Bank,  National  Association,  New  Jersey,  Newark 
New  Jersey 

Merger .  1 

New  Mexico 

January  1 ,  1994 

Sunwest  Bank  of  Albuquerque,  National  Association, 
Albuquerque,  New  Mexico,  and 

Sunwest  Bank  of  Sandoval  County,  National  Association,  Rio 
Rancho,  New  Mexico 

Merger  .  1 

Oklahoma 

January  4,  1994 

Exchange  National  Bank  and  Trust  Company,  Ardmore, 
Oklahoma,  and 

Firstbank  of  Marietta,  Marietta,  Oklahoma 

Merger . 


West  Virginia 

March  15,  1994 

One  Valley  Bank  of  Marion  County,  National  Association, 
Fairmont,  West  Virginia,  and 
The  Bank  of  Wadestown,  Fairview,  West  Virginia 
Merger . 

Wisconsin 

February  1 ,  1994 

M&l  Mid-State  Bank,  National  Association.  Stevens  Point. 
Wisconsin,  and 

M&l  Peoples  Bank,  Coloma,  Wisconsin,  and 
M&l  Community  First  Bank,  New  Lisbon,  Wisconsin 

Merger  . 

February  21 ,  1994 

Firstar  Bank  Wausau,  National  Association,  Wausau, 
Wisconsin,  and 

Bank  of  Athens,  Wausau,  Wisconsin 

Merger  . 


Tennessee 

JciriUciP/  1  1994 

First  Commercial  Bank,  National  Association,  of  Memphis, 
Memphis,  Tennessee,  and 
First  City  National  Bank,  Memphis,  Tennessee 
Merger . 


Affiliated  Mergers  (thrift) 

Page 


Page 


Florida 

February  17,  1994  _  „  . 

Sun  Bank  Tallahassee,  National  Association,  Tallahassee, 

Florida,  and 

Andrew  Jackson  Savings  Bank,  Tallahassee,  Florida 
Merger . 

Illinois 

January  7,  1994 

Citizens  First  National  Bank,  Princeton,  Illinois,  and 
Heart  of  Illinois  Bank,  F.S.B.,  Spring  Valley,  Illinois 
Merger . 


North  Carolina 


larch  28,  1994 


O  — .  .  .iUrNrn  N  I  f  i  r\  I  D  onl/  nf  KlOfth  d  ^  TO  I  I  fT 


Carolina,  and 

First  Savings  Bank,  Inc.,  Hickory,  North  Carolina,  and 
Davidson  Savings  Bank,  Inc.,  Lexington,  North  Carolina 


Merger 
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Most  transactions  in  this  section  do  not  have  accompanying  decisions.  In  those  cases,  the  OCC  reviewed  the 
competitive  effects  of  the  proposals  by  using  its  standard  procedures  for  determining  whether  the  transaction  has 
minimal  or  no  adverse  competitive  effects.  The  OCC  found  the  proposals  satisfied  its  criteria  for  transactions  hat 
clearly  had  no  or  minimal  adverse  competitive  effects.  In  addition,  the  Attorney  General  either  , led  no  report  on 
the  proposed  transaction  or  found  that  the  proposal  would  not  have  a  significantly  adverse  effect  on  competitio 
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Nonaffiliated  Mergers* 


National  Bank  of  Tucson,  Tucson,  Arizona  (18440),  with 

and  Zions  First  National  Bank  of  Arizona,  Mesa,  Arizona  (21383),  with . ■  . . V mQrn-rhaH 

merged  January  14,  1994,  under  charter  21383  and  title  "National  Bank  of  Arizona."  The  merged  bank  at  date  of  merger  had^ 


$412,544,000 

75,553,000 

488,097,000 


THE  FIRST  NATIONAL  BANK  OF  MISSOURI  VALLEY, 

Missouri  Valiev,  Iowa,  and  Mondamin  Savings  Bank,  Mondamin,  Iowa 

Names  of  institutions  and  type  of  transaction 

The  First  National  Bank  of  Missouri  Valley,  Missouri  Valley,  Iowa  (3189),  with 

and  Mondamin  Savings  Bank,  Mondamin.  Iowa,  with . .V  '  V  '  ‘  Y  * '  ‘  t '  L' 

merged  January  7,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


Total  assets 

$36,135,000 
6,531,000 
42,811,000 


FIRST  NATIONAL  BANK, 

Abilene,  Kansas,  and  Citizens  Bank  and  Trust  Company,  Abilene,  Kansas 

Names  of  institutions  and  type  of  transaction 

First  National  Bank,  Abilene,  Kansas  (3777),  with 

and  Citizens  Bank  and  Trust  Company,  Abilene,  Kansas,  with  . •  •  ■  •  •  •  •  •  •  •  •  ■  . . ;  ’  ‘  y 

merged  February  1 ,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

*  *  * 


$52,726,000 

48,596,000 

100,693,000 


FIRST  FIDELITY  BANK,  NATIONAL  ASSOCIATION, 

Salem,  New  Jersey,  and  First  Peoples  National  Bank,  Edwardsville,  New  Jersey - - 

- - -  ”  ..  Total  assets 

Names  of  institutions  and  type  of  transaction _ 

_ _ _ _ — - — — — — . .  $29,817,000,000 

First  Fidelity  Bank,  National  Association,  Salem,  New  Jersey  (22693)  with .  101 ,632,000 

bank  at  date  of  mergerhad  ! . i .  29.933.000^00 

*  *  * 


rvipnnta  NawYo*.  and  The  First  National  Bank  of  Downsville,  Downsville,  New  York^ 

Names  of  institutions  and  type  of  transaction 

Wilbur  National  Bank,  Oneonta.  New  York  (2151),  with  ••••••••  ;7878,  with  . 

ZTtf*'  former.  The  merged  bank  a.  date  ot  merger  had_ 

*  *  * 


Total  assets 

$381,344,000 

60,322,000 

434,271,000 


NonaWI, a, emerge, s  include  the  merger,  conso lidation.  or  purchase  and  assumption  oi  nonaffiliated  operating  banks  or  savings  ami  loan 
associations,  where  the  resulting  bank  is  a  national  bank. 

Asset  figures  for  merging  institutions  are  not  necessarily  as  ot  the  date  of  merge,  and  thus  may  no,  sum  to  the  total  assets  given  lor  the 
merged  institution. 
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THE  BATH  NATIONAL  BANK, 

Bath,  New  York,  and  Atlanta  National  Bank.  Atlanta  New  York 

Names  of  institutions  and  type  of  transaction 

Totai  assets 

Bath  National  Bank,  Bath,  New  York  (10235)  with 

and  Atlanta  National  Bank,  Atlanta,  New  York  (12071)  with 

merged  March  31 ,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

THE  FIRST  NATIONAL  BANK  OF  HUGHES  SPRINGS, 

Hughes  Springs,  Texas,  and  The  First  National  Bank  of  Atlanta,  Atlanta,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

The  First  National  Bank  of  Hughes  Springs,  Hughes  Springs,  Texas  (6922)  with 

and  The  First  National  Bank  of  Atlanta,  Atlanta,  Texas  (4922)  with 

merged  January  3,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  104,000,000 

NATIONSBANK  OF  TEXAS,  NATIONAL  ASSOCIATION, 

Dallas,  Texas,  and  New  Corpus  Christi  National  Bank,  Corpus  Christi  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

NationsBank  of  Texas,  National  Association,  Dallas,  Texas  (21834)  with 

and  New  Corpus  Christi  National  Bank,  Corpus  Christi,  Texas  (4423)  with 

merged  February  28,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  40,994,409,000 

BANK  ONE  TEXAS,  NATIONAL  ASSOCIATION, 

Dallas,  Texas,  and  Parkdale  Bank,  Beaumont,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Bank  One  Texas,  National  Association,  Dallas,  Texas  (21969)  with 

and  Parkdale  Bank,  Beaumont,  Texas,  with 

merged  March  7,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  17,871,118,000 

*  *  * 


Nonaffiliated  Mergers  (thrift) 

FIRST  NATIONAL  CITY  BANK  OF  EASTERN  ARKANSAS, 

Forrest  City,  Arkansas,  and  Wynbanc  Savings,  F.S.B.,  Wynne,  Arkansas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

First  National  City  Bank  of  Eastern  Arkansas,  Forrest  City,  Arkansas  (13637)  with 

and  Wynbanc  Savings,  F.S.B.,  Wynne,  Arkansas  with 

merged  February  1 5,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  179,287,000 

*  *  * 


THE  FIRST  NATIONAL  BANK  IN  STAUNTON, 

Staunton,  Illinois,  and  Lemont  Federal  Savings  and  Loan,  Lemont,  Illinois 


Names  of  institutions  and  type  of  transaction 

Total  assets 

The  First  National  Bank  in  Staunton,  Staunton,  Illinois  (14310)  with 

and  Lemont  Federal  Savings  and  Loan,  Lemont,  Illinois  with 

merged  February  25,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

.  121,000,000 

*  *  * 
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SUNFLOWER  BANK,  NATIONAL  ASSOCIATION, 

Salina,  Kansas,  and  Pioneer  Federal  Savings  and  Loan  Association,  Prairie  Village,  Kansas 


.V.  .  ■  C7 _ _ _  .  ^ - - 

Names  of  institutions  and  type  of  transaction 

Total  assets 

$395,815,000 

OUllllUWcl  Ddlirv,  INdllOnai  MSSOCIdllOn,  Odlirid,  r\ailbdo  . . b . 

47,914,000 

ana  rioneer  reaerai  oavings  ana  Loan  Association,  rraine  vinay*?,  rxanoao,  wiui  . 

merged  March  1 1 ,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

443,729,000 

MIDLANTIC  NATIONAL  BANK, 

Newark,  New  Jersey,  and  Carteret  Federal  Savings  Bank,  Newark,  New  Jersey 

Names  of  institutions  and  type  of  transactionTotal  assets 

Midlantic  National  Bank,  Newark,  New  Jersey  (1316),  with  . 

and  Carteret  Federal  Savings  Bank,  Newark,  New  Jersey,  with . 

merged  January  28,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


$9,670,377,000 

15,380,000 

9,686,052,000 


SOUTHERN  NATIONAL  BANK  OF  NORTH  CAROLINA. 

Lumberton,  North  Carolina,  and  Home  Federal  Savings  Bank,  F.S.B.,  Statesville,  North  Carolina 

Names  of  institutions  and  type  of  transaction 

Southern  National  Bank  of  North  Carolina,  Lumberton,  North  Carolina  (10610),  with  . 

and  Home  Federal  Savings  Bank,  F.S.B.,  Statesville,  North  Carolina,  with  . 

merged  February  24,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 


Total  assets 


$4,809,000 

100,000 

4,907,000 


PNC  BANK,  NATIONAL  ASSOCIATION, 

Pittsburgh,  Pennsylvania,  and  United  Federal  Savings  Bank,  State  College,  Pennsylvania 


riUbUUiqi  i,  rci  ii  loy  ivai  na,  ai  ui  mow  ■  ui  ■■  - - - ,  .  - / 

Names  of  institutions  and  type  of  transaction 

Total  assets 

nu  a  A  Dift^Kiirnh  Dannev/K/oni^  (0R9\  \A/ith  .  $29,749,980,000 

rlNL/  DdlirV,  IMdllUl  Idl  noouuduui  i ,  r  luouuiyu,  i  . . 

899,979,000 

ana  Unlt^a  i  0Q©rai  oavings  oanK,  oiaia  uuiiyyc,  i  tjiiiioyivdiiid,  wiui 

30.747.980.000 

merged  January  d.  i ,  ia»4,  unueiuiaiiBi  anu  uueui  meiumici.  me  ^  ■■ 

★  *  * 


SOUTHERN  NATIONAL  BANK  OF  SOUTH  CAROLINA, 

Columbia,  South  Carolina,  and  The  First  Savings  Bank,  F.S.B.,  Greenville,  South  Carolina 

Names  of  institutions  and  type  of  transaction 

Southern  National  Bank  of  South  Carolina,  Columbia,  South  Carolina  (15134),  with . 

and  The  First  Savings  Bank,  F.S.B.,  Greenville,  South  Carolina,  with  . •■■■■• . •  . . 

merged  January  28,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 


Total  assets 

647,000,000 

2,086,000,000 

2,699,000,000 


JEFFERSON  NATIONAL  BANK, 

Charlottesville,  Virginia,  and  Liberty  Federal  Savings  Bank,  Warrenton,  Virginia _ _ 

Names  of  institutions  and  type  of  transaction _ _ Tofa/  assets 

_ _ . _ _ _ ■  poc  778  000 

Jefferson  National  Bank,  Charlottesville,  Virginia  (6031),  with  .  24  536  000 

and  Libertv  Federal  Savinas  Bank,  Warrenton,  Virginia,  with . •  ■  •  •  . . .  •  j .  , 

merged  March  25,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

*  * 
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Affiliated  Mergers* 


NORWEST  BANK  DENVER,  NATIONAL  ASSOCIATION, 

Denver,  Colorado,  and  Norwest  Bank  Southglen,  N.A.,  Littleton,  Colorado,  and  Norwest  Bank  Southwest  Plaza, 
N.A.,  Littleton,  Colorado,  and  Norwest  Bank  Arapahoe,  N.A.,  Englewood,  Colorado,  and  Norwest  Bank  Arvada. 
N.A.,  Arvada,  Colorado,  and  Norwest  Bank  Aurora,  N.A.,  Aurora.  Colorado,  and  Norwest  Bank  Aurora — City 
Center,  N.A.,  Aurora,  Colorado,  and  Norwest  Bank  Aurora — South,  N.A.,  Aurora,  Colorado,  and  Norwest  Bank 
Bear  Valley,  N.A.,  Denver,  Colorado,  and  Norwest  Bank  Broomfield,  N.A.,  Broomfield,  Colorado,  and  Norwest 
Bank  Buckingham  Square,  N.A.,  Aurora,  Colorado,  and  Norwest  Bank  Cherry  Creek,  N.A.,  Denver,  Colorado,  and 
Norwest  Bank  Highlands  Ranch,  N.A.,  Highlands  Ranch,  Colorado,  and  Norwest  Bank  Lakewood,  N.A., 
Lakewood,  Colorado,  and  Norwest  Bank  Littleton,  N.A.,  Littleton,  Colorado,  and  Norwest  Bank  Monaco,  N.A., 
Denver,  Colorado,  and  Norwest  Bank  Northglenn,  N.A.,  Northglenn,  Colorado 


Names  of  institutions  and  type  of  transaction  Total  assets 


Norwest  Bank  Denver,  National  Association,  Denver,  Colorado  (3269),  with .  $1,760,812,000 

and  Norwest  Bank  Southglenn,  N.A.,  Littleton,  Colorado  (15433),  with  .  106,635,000 

and  Norwest  Bank  Southwest  Plaza,  N.A.,  Littleton,  Colorado  (17088),  with .  42!813,000 

and  Norwest  Bank  Arapahoe,  N.A.,  Englewood,  Colorado  (1701 7),  with .  1 12,1 16,000 

and  Norwest  Bank  Arvada,  N.A.,  Arvada,  Colorado  (16747),  with  .  88,034,000 

and  Norwest  Bank  Aurora,  N.A.,  Aurora,  Colorado  (21822),  with . .  68^21 1  ’ooo 

and  Norwest  Bank  Aurora— City  Center,  N.A.,  Aurora,  Colorado  (18034),  with .  2T56T000 

and  Norwest  Bank  Aurora — South,  N.A.,  Aurora,  Colorado  (21824),  with  .  47.042,000 

and  Norwest  Bank  Bear  Valley,  N.A.,  Denver,  Colorado  (15332),  with .  165,960,000 

and  Norwest  Bank  Broomfield,  N.A.,  Broomfield,  Colorado  (21825),  with  .  81,110,000 

and  Norwest  Bank  Buckingham  Square,  N.A.,  Aurora,  Colorado  (16244),  with .  62,725,000 

and  Nonwest  Bank  Cherry  Creek,  N.A.,  Denver,  Colorado  (17361),  with  . 93,318,000 

and  Nonwest  Bank  Highlands  Ranch,  N.A.,  Highlands  Ranch,  Colorado  (17887),  with  .  41,937,000 

and  Nonwest  Bank  Lakewood,  N.A.,  Lakewood,  Colorado  (15079),  with  .  156,376,000 

and  Norwest  Bank  Littleton,  N.A.,  Littleton.  Colorado  (21829),  with  164,025,000 

and  Norwest  Bank  Monaco,  N.A.,  Denver,  Colorado  (16475),  with  .  86,027,000 

and  Norwest  Bank  Northglenn,  N.A.,  Northglenn,  Colorado  (15203),  with .  1 10,155,000 

merged  January  1 ,  1994,  under  charter  3269  and  title  “Norwest  Bank  Colorado,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  3,763,900,000 


NORWEST  BANK  COLORADO  SPRINGS,  NATIONAL  ASSOCIATION, 

Colorado  Springs,  Colorado,  and  FirstAmerican  Bank,  N.A.,  Colorado  Springs,  Colorado 


Names  of  institutions  and  type  of  transaction  Total  assets 


Norwest  Bank  Colorado  Springs,  National  Association,  Colorado  Springs,  Colorado  (8572),  with .  $363,584,000 

and  FirstAmerican  Bank,  National  Association,  Colorado  Springs,  Colorado  (18526),  with .  46,508,000 

merged  March  21 ,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  411 ,681 ,000 


BANK  SOUTH,  NATIONAL  ASSOCIATION, 

Atlanta,  Georgia,  and  The  Merchant  Bank  of  Atlanta,  Atlanta,  Georgia 


Names  of  institutions  and  type  of  transaction  Total  assets 


Bank  South,  National  Association,  Atlanta,  Georgia  (9617),  with .  $5,533,292,000 

and  The  Merchant  Bank  of  Atlanta,  Atlanta,  Georgia,  with .  1 47, 1 1 4,000 

merged  March  18,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  5,680.406,000 


* Affiliated  mergers  include  mergers,  consolidations,  and  purchase  and  assumptions  of  affiliated  institutions,  where  the  resulting  bank  is  a  na¬ 
tional  bank 
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PEOPLES  NATIONAL  BANK  OF  KEWANEE, 

Kewanee,  Illinois,  and  Bradford  Banking  Company,  Bradford,  Illinois 


linnwo,  UIIM  ^  L-rt-tl  iimi  .Vj  -  ■ - 

Names  of  institutions  and  type  of  transaction 

Total  assets 

i  60pl6S  iNallOiial  DanK  OT  i\6Wan66,  iNcWdilcc,  Illinois  [  1  *Ttr  IOJ,  wiui  .  .  . 

merged  January  10,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

124,311,000 

*  it  « 


COMMERCE  BANK,  NATIONAL  ASSOCIATION, 

Peoria,  Illinois,  and  Commerce  Bank  of  Tazewell  County,  National  Association,  Delavan,  Illinois,  and  Commerce 
Bank  of  Woodford  County,  National  Association,  Metamora,  Illinois 


i-jgi  1 1  \  ui  ¥  yyvuiviu  uj,  »  iw  *  w^vv.ui.v.  ^  . . . . . 

Names  of  institutions  and  type  of  transaction 

Total  assets 

vUI  1 II 1  Icl  W?  Dal  l f\,  liauui  lai  noouv/iauui  i ,  i  cwi  ia,  nmiuio  \  i  <  nun . 

31,674,000 

and  L/Omm©rcG  DanK  ot  lazewen  oouniy,  iNanonai  Mssooiauun,  utriavciii,  hhuuid  v¥iui 

93,061,000 

and  oommerce  DanK  ot  woootoio  uouniy,  iNauonai  Mssuciauun,  ivmieuiiuia,  nnuuio  ^  i wiui . 

merged  February  1 ,  1994  under  charter  1 76  and  title  "Commerce  Bank,  National  Association." 

488,731,000 

CITIZENS  FIRST  NATIONAL  BANK, 

Princeton,  Illinois,  and  Citizens  First  National  Bank  of  Genoa,  Genoa,  Illinois _ 

Names  of  institutions  and  type  of  transaction 

Citizens  First  National  Bank,  Princeton,  Illinois  (2413),  with . . 

and  Citizens  First  National  Bank  of  Genoa,  Genoa,  Illinois  (18743),  with . 

merged  February  11,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


Total  assets 

$234,139,000 

40,997,000 

275,136,000 


GURNEE  NATIONAL  BANK, 

Gurnftfi  Illinois,  and  American  National  Bank  and  Trust  Company  of  Waukegan,  Waukegan,  Illinois 

Names  of  institutions  and  type  of  transaction 

Total  assets 

and  American  National  Bank  and  Trust  Company  of  Waukegan,  Waukegan,  Illinois,  with  •••••••••■■ . ■  •  • 

merqed  February  21  under  charter  1 5978  and  title  "Grand  National  Bank."  The  merged  bank  at  date  of  merger  had 

$81,710,000 

184,714,000 

266,424,000 

*  *  * 


NORWEST  BANK  INDIANA,  NATIONAL  ASSOCIATION,  .  ..  . 

South  Bend,  Indiana,  and  Norwest  Bank  Fort  Wayne,  N.A.,  Fori  Wayne,  Indiana,  and  Norwest  Bank  Angola,  N.A., 
Anqola,  Indiana,  and  Norwest  Bank  Bluffton,  Bluffton,  Indiana,  and  The  First  State  Bank  of  Decatur,  Decatur 
Indiana,  and  Norwest  Bank  Monticello,  Monticello,  Indiana,  and  Norwest  Bank  Peru,  Pern,  Indiana,  Norwest  Bank 
Rochester,  Rochester,  Indiana,  Norwest  Bank  Rushville,  N.A.,  Rushville,  Indiana,  and  Norwest  Bank 
Shipshewana,  Shipshewana,  Indiana,  and  Norwest  Bank  Wabash,  N.A.,  Wabash,  Indiana - - - - 

_ _ _ Names  of  institutions  and  type  of  transaction  _ _ 7ofa/  assets 

Norwest  Bank  Indiana,  National  Association,  South  Bend  Indiana  0  c\  w;th  f 035  083  000 

and  Norwest  Bank  Fort  Wayne,  National  Association,  Fort  Wayne,  Indiana  (7725),  with .  ’  8?  5Q1  000 

and  Nonwest  Bank  Angola,  Angola,  Indiana,  with  .  78  575  0oo 

and  Norwest  Bank  Bluffton,  Bluffton,  Indiana,  with .  •_ .  IQg  110  ooo 

and  The  First  State  Bank  of  Decatur,  Decatur,  Indiana  with  .  ^  16,723,000 

and  Norwest  Bank  Monticello,  Monticello,  Indiana,  with .  34  410,000 

and  Nonwest  Bank  Peru,  Peru,  Indiana,  with  .  . .  96,630,000 

and  Norwest  Bank  Rochester,  Rochester,  Indiana,  with  .  .  .  .  .  .  ■  •  •  •  •  •  •  ■  ■  •  .  79  977  000 

and  Norwest  Bank  Rushville,  National  Association  Rushville  Indiana  (1869),  with .  152’, 642,000 

and  Norwest  Bank  Shipshewana,  Shipshewana,  Indiana.  n  . .  87  982  000 

and  Norwest  Bank  Wabash,  National  Association,  Wabash,  Indiana  (13888),  with 

merged  March  1 ,  1 994,  under  charter  1 3987  and  title  "Norwest  Bank  Indiana,  National  Association  2  1 , 3  055  000 

The  merged  bank  at  date  of  merger  had 
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BOATMEN'S  NATIONAL  BANK  OF  IOWA, 

Urbandale,  Iowa,  and  Boatmen’s  National  Bank  of  Des  Moines,  Des  Moines,  Iowa  and  Boatmen’s  Bank  of 
Greenfield,  Greenfield,  Iowa  


Names  of  institutions  and  type  of  transaction  Total  assets 


Boatmen’s  National  Bank  of  Iowa,  Urbandale,  Iowa  (22681),  with .  . .  $102,221,000 

and  Boatmen's  National  Bank  of  Des  Moines,  Des  Moines,  Iowa  (13321),  with . . .  466,161,000 

and  Boatmen  s  Bank  of  Greenfield,  Greenfield,  Iowa,  with  .  .  .  . . . .  42,824,000 

merged  January  1,  1994,  under  charter  22681  and  title  "Boatmen's  National  Bank  of  Iowa." 

The  merged  bank  at  date  of  merger  had  .  595,346,000 


THE  STOCKTON  NATIONAL  BANK, 

Stockton,  Kansas,  and  Rooks  County  State  Bank,  Woodston,  Kansas 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  Stockton  National  Bank,  Stockton,  Kansas  (7815),  with  .  $37,002,000 

and  Rooks  County  State  Bank,  Woodston,  Kansas,  with  .  6,867,000 

merged  January  3,  1994,  under  charter  and  title  of  the  former  The  merged  bank  at  date  of  merger  had .  43,419,000 


LIBERTY  NATIONAL  BANK  AND  TRUST  COMPANY  OF  CENTRAL  KENTUCKY 

Radcliff,  Kentucky,  and  Farmers  Deposit  Bank  of  Brandenburg,  Brandenburg,  Kentucky,  and  Liberty  National 
Bank  and  Trust  Company  of  Hardin  County,  Elizabethtown,  Kentucky 


Names  of  institutions  and  type  of  transaction  Total  assets 


Liberty  National  Bank  and  Trust  Company  of  Central  Kentucky,  Radcliff,  Kentucky  (22700),  with .  $136,800,000 

and  Farmers  Deposit  Bank  of  Brandenburg,  Brandenburg,  Kentucky,  with  .  77,769,000 

and  Liberty  National  Bank  and  Trust  Company  of  Hardin  County,  Elizabethtown,  Kentucky  (21712),  with  .  76,760,000 

merged  February  21,  1994,  under  charter  22700  and  title  “Liberty  National  Bank  and  Trust  Company  of  Central  Kentucky.” 

The  merged  bank  at  date  of  merger  had  .  292,000,000 


THE  FIRST  NATIONAL  BANK  OF  LAFAYETTE, 

Lafayette,  Louisiana,  and  First  National  Bank  of  St.  Landry  Parish,  Opelousas,  Louisiana 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  First  National  Bank  of  Lafayette,  Lafayette,  Louisiana  (5023),  with .  $451,969,000 

and  First  National  Bank  of  St.  Landry  Parish,  Opelousas,  Louisiana  (16200),  with  .  215,765,000 

merged  January  1 ,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  667,734,000 


MARYLAND  NATIONAL  BANK, 

Baltimore,  Maryland,  and  American  Security  Bank,  National  Association,  Silver  Spring,  Maryland 


Names  of  institutions  and  type  of  transaction  Total  assets 


Maryland  National  Bank,  Baltimore,  Maryland  (17217),  with  .  $11,758,000 

and  American  Security  Bank,  National  Association,  Silver  Spring,  Maryland  (16565),  with  .  4,239,000 

merged  February  4,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  16,394,000 


NORWEST  BANK  MINNESOTA  CENTRAL,  NATIONAL  ASSOCIATION, 

St.  Cloud,  Minnesota,  and  St.  Cloud  National  Bank  and  Trust  Company,  St.  Cloud,  Minnesota 


Names  of  institutions  and  type  of  transaction  Total  assets 


Norwest  Bank  Minnesota  Central,  National  Association,  St.  Cloud,  Minnesota  (20618),  with  .  $302,752,000 

and  St.  Cloud  National  Bank  and  Trust  Company,  St.  Cloud,  Minnesota  (14622),  with .  1 19,143,000 

merged  March  4,  1994,  under  charter  14622  and  title  "Norwest  Bank  Minnesota,  National  Association." 

The  merged  bank  at  date  of  merger  had  .  421 ,895,000 


* 


*  * 
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COMMERCE  BANK  OF  ST.  LOUIS,  NATIONAL  ASSOCIATION, 

Clayton,  Missouri,  and  Commerce  Bank  of  St.  Francois  County,  National  Association,  Farmington,  Missouri 


Names  of  institutions  and  type  of  transaction  Total  assets 

Commerce  Bank  of  St.  Louis,  National  Association,  Clayton,  Missouri  (16945),  with  .  .  .  . . .  $2,558,049,000 

and  Commerce  Bank  of  St.  Francois  County,  National  Association,  Farmington,  Missouri  (20917),  with  .  109,094,000 

merged  March  8,  1994,  under  charter  16945  and  title  “Commerce  Bank,  National  Association." 

The  merged  bank  at  date  of  merger  had . . . .  2,658,927,000 


AMERICAN  NATIONAL  BANK, 

Nebraska  City,  Nebraska,  and  Johnson  County  Bank,  Elk  Creek,  Nebraska,  and  Home  State  Bank  and  Trust 
Company,  Humboldt,  Nebraska 


Names  of  institutions  and  type  of  transaction  *  Total  assets 


American  National  Bank,  Nebraska  City,  Nebraska  (22274),  with  .  $81 ,670,000 

and  Johnson  County  Bank,  Elm  Creek,  Nebraska,  with .  27,196,000 

and  Home  State  Bank  and  Trust  Company,  Humboldt,  Nebraska,  with .  28,140,000 


merged  January  31,  1994,  under  charter  22274  and  title  “American  National  Bank."  The  merged  bank  at  date  of  merger  had _ 137,006,000 

a  A  A 

AMERICAN  NATIONAL  BANK, 

Omaha,  Nebraska,  and  Northern  Bank,  Omaha,  Nebraska 


Names  of  institutions  and  type  of  transaction  Total  assets 


American  National  Bank,  Omaha,  Nebraska  (15435),  with .  $122,377,000 

and  Northern  Bank,  Omaha,  Nebraska,  with .  86,1 19,000 

merged  March  21 ,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . . 208,496,000 


FIRST  FIDELITY  BANK,  NATIONAL  ASSOCIATION, 

Salem,  New  Jersey,  and  First  Fidelity  Bank,  National  Association,  Pennsylvania,  Philadelphia,  Pennsylvania,  and 
First  Fidelity  Bank,  National  Association,  New  Jersey,  Newark,  New  Jersey _ 


1  II  Ol  1  I'-JOIIIJT  l-'m  ll\,  i  ~  ~  ~  - - J  1  ■  - - -  - -  J 

Names  of  institutions  and  type  of  transaction 

Total  assets 

rimi  D^nL  M o tinn ol  A eerw~iatinn  CJalom  Nova/  . lorQPV/  with  . 

.  $1,000 

and  First  Fidelity  Bank,  National  Association,  Pennsylvania,  Philadelphia,  Pennsylvania  (355),  with 

.  9,886,824,000 

.  20,179,576,000 

ana  hirst  hia@llty  DanK,  rMSuOlTcU  MSSUOIdllUII,  INfcyW  Utrlofcry,  INcWclirv,  iNtJW  JCiocy  \  1  . . 

merged  January  11,  1994,  under  charter  22693  and  title  “First  Fidelity  Bank,  National  Association.” 

The  merged  bank  at  date  of  merger  had  . 

.  30,025,237,000 

a  a  a 


SUNWEST  BANK  OF  ALBUQUERQUE,  NATIONAL  ASSOCIATION, 

Albuquerque,  New  Mexico,  and  Sunwest  Bank  of  Sandoval  County,  National  Association,  Rio  Rancho,  New 


Mexico  

Names  of  institutions  and  type  of  transaction 

Total  assets 

Sunwest  Bank  of  Albuquerque,  National  Association,  Albuquerque,  New  Mexico  (12485),  with 

and  Sunwest  Bank  of  Sandoval  County,  National  Association,  Rio  Rancho,  New  Mexico  (18428),  with 
mprgpd  January  1  1 994  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

$1,944,230,000 

63,859,000 

2,001,463,000 

a  a  * 


EXCHANGE  NATIONAL  BANK  AND  TRUST  COMPANY, 

Ardmore  Oklahoma,  and  Firstbank  of  Marietta,  Marietta,  Oklahoma 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Exchange  National  Bank  and  Trust  Company,  Ardmore,  Oklahoma  (11093),  with . 

$149,266,000 

43,611,000 

and  Firstbank  of  Marietta,  Marietta,  wun .  . ■  . .  ,,  '  '. "  '  ,  .  ,  ,  , 

mprgpH  ipnuary  4  1994  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

188,309.000 

AAA 
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FIRST  COMMERCIAL  BANK,  NATIONAL  ASSOCIATION,  OF  MEMPHIS, 
Memphis,  Tennessee,  and  First  City  National  Bank,  Memphis,  Tennessee 


■  '  . -  V  -  ••  *)  •  W.  ..  v 

Names  of  institutions  and  type  of  transaction 

Total  assets 

First  Commercial  Bank,  National  Association,  of  Memphis,  Memphis  (22278),  with . 

and  First  City  National  Bank,  Memphis,  Tennessee  (21597),  with  . 

merged  January  1 ,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  $96,333,000 

.  39,598,000 

.  135,931,000 

*  ft  ft 

ONE  VALLEY  BANK  OF  MARION  COUNTY,  NATIONAL  ASSOCIATION, 

Fairmont,  West  Virginia,  and  The  Bank  of  Wadestown,  Fairview,  West  Virginia 

Names  of  institutions  and  type  of  transaction 

Total  assets 

One  Valley  Bank  of  Marion  County,  National  Association,  Fairmont,  West  Virginia  (14423),  with  . 

and  The  Bank  of  Wadestown,  Fairview,  West  Virginia,  with . 

merged  March  15,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  . 

.  $131,388,000 

.  22,154,000 

.  153,542,000 

M&l  MID-STATE  BANK,  NATIONAL  ASSOCIATION, 

Stevens  Point,  Wisconsin,  and  M&l  Peoples  Bank,  Coloma,  Wisconsin,  and  M&l  Community  First  Bank,  New 
Lisbon,  Wisconsin 


Names  of  institutions  and  type  of  transaction  Total  assets 


M&l  Mid-State  Bank,  National  Association,  Stevens  Point,  Wisconsin  (3001),  with  .  $183,056,000 

and  M&l  Peoples  Bank,  Coloma,  Wisconsin,  with .  1 16,959,000 

and  M&l  Community  First  Bank,  New  Lisbon,  with .  46,652,000 

merged  February  1,  1994,  under  charter  3001  and  title  “M&l  Mid-State  Bank,  National  Association.” 

The  merged  bank  at  date  of  merger  had  .  360,000,000 


FIRSTAR  BANK  WAUSAU,  NATIONAL  ASSOCIATION, 
Wausau,  Wisconsin,  and  Bank  of  Athens,  Wausau,  Wisconsin 


Names  of  institutions  and  type  of  transaction  Total  assets 


Firstar  Bank  Wausau,  National  Association,  Wausau,  Wisconsin  (14958),  with .  $93,966,000 

and  Bank  of  Athens,  Wausau,  with .  101 ,326,000 

merged  February  21,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  195,292,000 


Affiliated  Mergers  (thrift) 

SUN  BANK  TALLAHASSEE,  NATIONAL  ASSOCIATION, 

Tallahassee,  Florida,  and  Andrew  Jackson  Savings  Bank,  Tallahassee,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


Sun  Bank  Tallahassee,  National  Association,  Tallahassee,  Florida  (18089),  with  .  $199,615,000 

and  Andrew  Jackson  Savings  Bank,  Tallahassee,  Florida,  with .  418,500,000 

merged  February  1 7,  1 994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had  .  641 ,275,000 


*  *  * 

CITIZENS  FIRST  NATIONAL  BANK, 

Princeton,  Illinois,  and  Heart  of  Illinois  Bank,  F.S.B.,  Spring  Valley,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


Citizens  First  National  Bank,  Princeton,  Illinois  (2413),  with .  $234,139,000 

and  Heart  of  Illinois  Bank,  F  S  B  ,  Spring  Valley,  Illinois,  with .  77,771 ,000 

merged  January  7,  1994,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  370,928,000 


ft 


* 
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SOUTHERN  NATIONAL  BANK  OF  NORTH  CAROLINA, 

Lumberton,  North  Carolina,  and  First  Savings  Bank,  Inc.,  Hickory,  North  Carolina,  and  Davidson  Savings  Bank. 

Inc.,  Lexington,  North  Carolina _ _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

Southern  National  Bank  of  North  Carolina,  Lumberton,  North  Carolina  (10610),  with  .  $4,535,000,000 

and  First  Savings  Bank,  Inc.,  Hickory,  North  Carolina,  with  .  162,000,000 

and  Davidson  Savings  Bank,  Inc.,  Lexington,  North  Carolina,  with  .  •  . .  1 14,000,000 

merged  March  28,  1994,  under  charter  10610  and  title  “Southern  National  Bank  of  North  Carolina." 

The  merged  bank  at  date  of  merger  had .  4. 809, 000, 000 

AAA 
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Assets,  liabilities  and  capital  accounts  of  national  banks,  March  31,  1993  and  March  31,  1994 

(Dollar  amounts  in  millions) 


Assets 

Cash  and  balances  due  from  depository  institutions: 

Noninterest-bearing  balances  and  currency  and  coin . 

Interest  bearing  balances . 

Securities  not  in  trading  account* . 

Federal  funds  sold  and  securities  purchased  under  agreements  to 
resell . 

Loans  and  leases  net  of  unearned  income . 

Less  allowance  for  loan  and  lease  losses . 

Less  allocated  transfer  risk  reserve . 

Net  loans  and  leases  ....  . 

Premises  and  fixed  assets  . 

Other  real  estate  owned 

All  other  assets** . 

Total  assets . 


Liabilities 

Deposits: 

Noninterest-bearing  deposits  in  domestic  offices . 

Interest-bearing  deposits  in  domestic  offices . 

Total  domestic  deposits . 

Total  foreign  deposits . 

Total  deposits . 

Federal  funds  purchased  and  securities  sold  under  agreements 

to  repurchase . 

Demand  notes  issued  to  the  U.S.  Treasury . 

Other  borrowed  money . 

Subordinated  notes  and  debentures . 

All  other  liabilities** . 

Total  liabilities . 

Limited-life  preferred  stock . 

Equity  Capital 

Perpetual  preferred  stock . 

Common  stock  . 

Surplus  . . 

Net  undivided  profits  and  capital  reserves . 

Cumulative  foreign  currency  translation  adjustments . 

Total  equity  capital . 

Total  liabilities,  limited-life  preferred  stock,  and  equity  capital 


March  31, 

1993 

March  3 1, 

1994 

Change 

March  31,  1993- 
M arch  31,  1994 
fully  consolidated 

Consolidated 

Consolidated 

foreign  and 
domestic 

foreign  and 
domestic 

Amount 

Percent 

$108,903 

$1 16,306 

7,403 

6.80 

51,470 

46,846 

-4,624 

-8.98 

419,927 

447,038 

27,110 

6.46 

88,026 

91,147 

3,121 

3.55 

1,185,587 

1,274,525 

88,938 

7.50 

33,042 

31,667 

-1 ,375 

-4. 16 

135 

4 

-131 

-97.10 

1,152,410 

1,242,854 

90,444 

7.85 

31,491 

32,457 

965 

3.07 

16,441 

9,738 

-6,703 

-40.77 

117,128 

182,095 

64,967 

55  47 

1,985,798 

2,168,479 

182,682 

9.20 

285,363 

315,507 

30,144 

10.56 

1,043,032 

1,025,402 

-17,630 

-1.69 

1,328,395 

1,340,909 

12,514 

0.94 

192,803 

228,044 

35,242 

18.28 

1,521,198 

1,568,954 

47,756 

3.14 

157,331 

177,132 

19,800 

12.58 

9,031 

21,668 

12,637 

139.93 

64,958 

95,562 

30,603 

47.11 

21,818 

24,316 

2,498 

1 1.45 

59,607 

1 14,020 

54,413 

91  29 

1,833,944 

2,001,653 

167,709 

9.14 

1 

1 

0 

NM 

220 

151 

-69 

-31.18 

16,681 

16,884 

203 

1.22 

68,811 

73,386 

4,575 

6.65 

66,805 

78,509 

1 1 ,704 

17.52 

-664 

-766 

-102 

NM 

151,852 

166,825 

14,973 

9  86 

1,985,798 

2,168,479 

182,682 

9  20 

NM  =  Not  meaningful 

’Beginning  in  1994,  securities  classified  by  banks  as 
"available-for-sale”  are  valued  at  their  current  fair  value. 
“Beginning  in  1994,  trading  account  assets,  which  are 
reported  separately  as  part  of  all  other  liabilities. 


‘‘held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as 
included  in  all  other  assets,  are  reported  on  a  gross  basis,  and  trading  liabilities  are 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  March  31,  1994 

(Dollar  amounts  in  millions) 


* 

Consolidated 
foreign  and 
domestic 

Percent 

distribution 

Interest  income: 

Interest  and  fee  income  on  loans  .  .  .  ... 

$26,478.00 

74.0 

Income  from  lease  financing  receivables . 

581.35 

1.6 

Interest  income  on  balances  due  from  depository  institutions . 

814.62 

2.3 

Interest  and  dividend  income  on  securities . 

6,179.48 

17.3 

Interest  income  from  assets  held  in  trading  accounts  . 

969.73 

2.7 

Interest  income  from  federal  funds  sold  and  securities  purchase  agreements 

to  resell  .... 

749. 1 1 

2.1 

Total  interest  Income 

35,773.63 

100.0 

Interest  expense: 

Interest  on  deposits . 

10,685.88 

69.3 

Expense  of  federal  funds  purchased  and  securities  sold  under  agreements  to 

repurchase .  . 

1,373.30 

8.9 

Interest  on  demand  notes  issued  to  the  U.S.  Treasury  and  on  other  borrowed  money  . 

2,983.95 

19.3 

Interest  on  mortgage  indebtedness  and  obligations  under  capitalized  leases . 

25.66 

0.2 

Interest  on  notes  and  debentures  subordinated  to  deposits . 

359.05 

2.3 

Total  Interest  expense . 

15,428.11 

100.0 

Net  interest  income . 

20,345.53 

Provision  for  loan  and  lease  losses . 

1,448.39 

Provision  for  allocated  transfer  risk . 

-9.45 

Noninterest  income: 

Service  charges  on  deposit  accounts  . 

2,371.99 

26.5 

Other  noninterest  income . 

8,965.81 

79.1 

Total  noninterest  Income . 

11,337.79 

100.0 

Gains  and  losses  on  securities  not  held  in  trading  accounts . 

355.87 

Noninterest  expense: 

Salaries  and  employee  benefits . 

8,544.33 

41.7 

Expenses  of  premises  and  fixed  assets  (net  of  rental  income) . 

2,756.33 

13.4 

Other  noninterest  expense  . 

9,199.93 

44.9 

Total  noninterest  expense . 

20,500.59 

100.0 

Income  (loss)  before  income  taxes  and  extraordinary  items  and  other  adjustments  .  .  . 

10,099.66 

Applicable  income  taxes . 

3,51 1.72 

Income  before  extraordinary  items  and  other  adjustments . 

6,561.83 

Extraordinary  items  and  other  adjustments,  net  of  taxes . 

-37.13 

Net  income . 

6,524.68 

Total  cash  dividends  declared* . 

3,254.78 

Recoveries  credited  to  allowance  for  possible  loan  losses . 

1 ,020.45 

Losses  charged  to  allowance  for  possible  loan  losses . 

2,489.91 

Net  loan  losses . 

1 ,469.46 

‘Banks  with  assets  of  less  than  $100  million  report  this  item  only  in  their  December  Report  of  Income. 
Note:  Preliminary  data. 
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Loans  of  national  banks,  by  state,  March  31, 
(Dollar  amounts  in  millions) 


1994 


Domestic  offices 


Total 

Loans 

Commercial 

Other 

Total 

loans, 

secured 

Loans  to 

and 

Loans 

loans  at 

gross 

by  real 

farmers 

industrial 

to 

loans 

foreign 

estate 

loans 

individuals 

offices 

All  national  banks 

$1,277,711 

$503,531 

$14,896 

$282,969 

$231,115 

$99,729 

$145,472 

Alabama . 

13,286 

6,062 

96 

3,765 

2,522 

841 

0 

Alaska 

1,856 

938 

0 

528 

272 

1 13 

5 

Arizona . 

14,965 

5,504 

312 

1,985 

6,160 

1,003 

0 

Arkansas  . 

6,654 

3,591 

219 

1,167 

1,496 

182 

0 

California . 

145,327 

69,692 

2,108 

21,792 

15,396 

9,307 

27,032 

Colorado 

12,620 

5,615 

409 

2,242 

3,349 

1 ,005 

0 

Connecticut  . 

13,304 

7,393 

3 

3,558 

1,239 

1,111 

0 

Delaware . 

21,160 

655 

4 

124 

20,183 

117 

78 

District  of  Columbia . 

4,429 

2,883 

0 

812 

213 

299 

223 

Florida 

58.144 

33,865 

213 

8,570 

12,443 

2,930 

124 

Georgia . 

35,839 

14,271 

117 

10,310 

8,786 

2,341 

15 

n 

Hawaii . 

218 

140 

0 

66 

8 

3 

U 

Idaho  . 

3,721 

1,350 

222 

566 

1,459 

125 

0 

Illinois  . 

61,998 

20,630 

736 

22,193 

8,434 

6,416 

3,589 

Indiana  . 

26,422 

12,469 

342 

4,938 

7,206 

1,468 

0 

Iowa  . 

9,025 

3,474 

681 

1,735 

2,867 

269 

0 

Kansas  . 

7,616 

3,126 

963 

1,680 

1,584 

263 

0 

Kentucky  . 

Louisiana . 

Maine  . 

13,595 

10,267 

1,606 

5,888 

4,460 

1,043 

130 

61 

5 

3,022 

2,308 

378 

3,245 

2,868 

147 

1,310 

570 

34 

0 

0 

0 

Maryland  . 

Massachusetts  . 

Michigan  . 

Minnesota . 

Mississippi . 

Missouri . 

Montana . 

Nebraska . 

Nevada  . 

New  Hampshire . 

17,280 

36.553 

29.553 
27,262 

5,690 

18,899 

1,891 

9,323 

6,159 

2,299 

9,026 

11,134 

1 1 ,798 

1 1 ,236 
2,773 
7,899 
758 
3,146 

981 

648 

14 

9 

88 

594 

99 

285 

173 

1,439 

7 

0 

3,217 

13,234 

9,074 

7,430 

1,201 

5,394 

325 

1,416 

188 

48 

2,483 

1,922 

5,433 

3,773 

1,348 

3,497 

608 

2,965 

4,952 

1,600 

2,161 

2,219 

2,118 

4,094 

270 

1,824 

27 

357 

31 

3 

379 

8,036 

1,043 

135 

0 

0 

0 

0 

0 

0 

New  Jersey . 

New  Mexico . 

New  York  . 

North  Carolina . 

North  Dakota  . 

Ohio . 

Oklahoma . 

Oregon  . 

Pennsylvania  . 

Rhode  Island  . 

49,133 

3,604 

194,773 

42,417 

2,159 

71,429 

9,017 

12,588 

72,814 

7,897 

28,127 

2,086 

41,109 

17,703 

946 

26,653 

3,990 

3,925 

29,531 

3,233 

63 

96 

164 

195 

249 

315 

623 

267 

116 

0 

10,582 

505 

25,532 

13,957 

487 

16,330 

2,326 

3,898 

23,825 

3,047 

5,701 

815 

10,871 

3,759 

429 

22,661 

1,776 

2,976 

8,613 

464 

4,542 

101 

15,111 

5,936 

48 

5,385 

302 

1,515 

9,510 

1,152 

117 

0 

101,987 

867 

0 

85 

0 

8 

1,220 

0 

South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

14,854 

1 1 ,566 
23,002 
70,722 
6,387 
1,542 
21,455 

on  yinc 

8,917 

995 

11,132 

28,714 

2,938 

1,016 

10,452 

7  81? 

44 

424 

115 

1,735 

123 

5 

92 

569 

2,451 

1,738 

6,051 

21,831 

1,130 

294 

4,281 

5,700 

2,485 

8,292 

4,283 

12,675 

1,756 

176 

3,947 

5,442 

956 

1 17 
1,420 
5,301 

440 

51 

2,684 

933 

0 

0 

0 

465 

0 

0 

0 

38 

Washington . 

West  Virginia  . 

Wisconsin . 

6,943 

16,567 

3,953 

7,230 

12 

274 

1,104 

4,351 

1,659 

3,506 

216 

1,181 

0 

25 

Wyoming 

Puerto  Rico 

847 

539 

327 

295 

85 

1 

162 

125 

260 

115 

13 

4 

0 

0 

129 


Deposits  of  national  banks,  by  state,  March  31,  1994 
(Dollar  amounts  in  millions) 


Total 
demand 
deposits  at 
domestic 
offices 

All 

NOW 

accounts 

Money 

market 

deposit 

accounts 

Large 

time 

deposits 

All  other 
deposits  at 
domestic 
offices 

Total 

deposits 

at 

foreign 

offices 

Total 

consolidated 

deposits 

All  national  banks 

$306,837 

$167,965 

$278,003 

$104,668 

$483,437 

$228,044 

$1,568,954 

Alabama . 

2,750 

1,829 

2,908 

1,430 

5,819 

264 

15,001 

Alaska . 

835 

261 

422 

310 

912 

0 

2,740 

Arizona  . 

4,747 

2,351 

5,873 

965 

5,302 

0 

19,238 

Arkansas 

2,097 

2,105 

1,388 

1,275 

4,763 

0 

1  1 ,629 

California . 

37,921 

16,019 

44,910 

8,022 

34,779 

27  193 

168,845 

Colorado . 

5,422 

3,745 

4,295 

849 

6,773 

49 

21,134 

Connecticut . 

4,086 

2,123 

2,549 

846 

6,310 

368 

16,282 

Delaware  . 

535 

139 

2,522 

3,253 

2,644 

307 

9,399 

District  of  Columbia . 

2,036 

1,287 

2,302 

396 

1,430 

263 

7,714 

Florida . 

16,132 

9,328 

18,935 

6,320 

26,276 

428 

77,419 

Georgia . 

8,145 

5,000 

6,372 

2,467 

13,622 

629 

36,235 

Hawaii . 

66 

35 

33 

37 

111 

0 

281 

Idaho  . 

645 

557 

676 

260 

1,577 

0 

3,715 

Illinois . 

16,943 

7,613 

1 1 ,089 

11,208 

26,860 

16,762 

90,475 

Indiana  . 

5,694 

4,653 

4,594 

1,773 

14,106 

107 

30,927 

Iowa . 

2,173 

1,730 

1,800 

578 

4,875 

0 

11,157 

Kansas  . 

1,952 

2,155 

2,094 

843 

5,429 

0 

12,473 

Kentucky . 

3,104 

2,726 

1,838 

1,124 

6,812 

402 

16,005 

Louisiana 

4,725 

2,719 

2,948 

2,248 

7,072 

72 

19,784 

Maine . 

232 

248 

210 

108 

976 

0 

1,774 

Maryland  . 

5,529 

2,768 

3,751 

1,128 

9,388 

949 

23,513 

Massachusetts  . 

7,614 

3,169 

6,997 

1,674 

7,969 

7,644 

35,067 

Michigan  . 

7,656 

2,899 

6,960 

2,374 

13,767 

2,863 

36,518 

Minnesota . 

8,471 

3,921 

6,380 

1,555 

9,768 

1,175 

31,270 

Mississippi . 

1,730 

1,562 

1,640 

875 

3,503 

0 

9,310 

Missouri . 

6,372 

4,028 

5,657 

1,119 

9,606 

186 

26,968 

Montana . 

488 

464 

563 

123 

1,004 

0 

2,643 

Nebraska . 

1,943 

1,872 

1,356 

1,739 

5,659 

0 

12,569 

Nevada  . 

1,037 

626 

1,061 

385 

1,110 

0 

4,219 

New  Hampshire . 

114 

1 15 

365 

798 

693 

0 

2,084 

New  Jersey . 

15,261 

8,847 

10,056 

2,717 

31,875 

281 

69,037 

New  Mexico . 

1,165 

1,211 

1,048 

555 

2,562 

0 

6,542 

New  York  . 

27,928 

7,072 

28,423 

8,41 1 

22,864 

148,480 

243,178 

North  Carolina . 

7,965 

3,627 

6,999 

2,859 

12,504 

9,161 

43,115 

North  Dakota . 

458 

618 

468 

166 

1,382 

0 

3,093 

Ohio . 

13,487 

9,287 

9,403 

4,038 

34,522 

4,158 

74,896 

Oklahoma . 

3,207 

2,673 

2,148 

1,793 

6,034 

58 

15,914 

Oregon  . 

3,165 

2,240 

2,929 

385 

4,417 

1  1 

13,145 

Pennsylvania  . 

17,730 

7,558 

15,092 

6,120 

31,393 

3,491 

81,384 

Rhode  Island  . 

1,026 

608 

1,849 

1,104 

2,779 

317 

7,682 

South  Carolina . 

3,268 

2,889 

2,956 

1,180 

6,346 

61 

16,700 

South  Dakota . 

843 

604 

1,249 

1,092 

2,875 

0 

6,663 

Tennessee  . 

6,000 

4,015 

5,788 

2,413 

12,339 

223 

30,778 

Texas  . 

25,243 

16,933 

20,064 

1 1,062 

35,357 

1,595 

110,255 

Utah . 

1,737 

1,203 

1,323 

205 

3,158 

85 

7,710 

Vermont . 

231 

257 

415 

62 

829 

0 

1,793 

Virginia  . 

5,271 

3,376 

5,215 

1,553 

12,721 

0 

28,135 

Washington . 

5,997 

2,818 

6,270 

753 

5,300 

66 

21,203 

West  Virginia  . 

1,395 

1,446 

828 

533 

5,71  1 

0 

9,913 

Wisconsin . 

3,906 

2,177 

2,684 

989 

8,722 

397 

18,875 

Wyoming  . 

286 

363 

297 

147 

632 

0 

1,724 

Puerto  Rico . 

76 

96 

8 

449 

203 

0 

832 

Note  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500. 
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Interest  income  of  national  banks,  by  state,  March  31,  1994 
(Dollar  amounts  in  millions) 


All  national  banks 

Alabama . 

Alaska . 

Arizona  . 

Arkansas  . 

California  . 

Colorado  . 

Connecticut . 

Delaware  . 

District  of  Columbia  .  .  . 
Florida . 

Georgia  . 

Hawaii . 

Idaho . 

Illinois  . 

Indiana . 

Iowa . 

Kansas  . 

Kentucky  . 

Louisiana . 

Maine 

Maryland  . 

Massachusetts  . 

Michigan  . 

Minnesota . 

Mississippi . 

Missouri . 

Montana . 

Nebraska . 

Nevada  . 

New  Hampshire  .... 

New  Jersey . 

New  Mexico . 

New  York  . 

North  Carolina . 

North  Dakota . 

Ohio . 

Oklahoma . 

Oregon  . 

Pennsylvania . 

Rhode  Island  . 

South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

Puerto  Rico . 

Note:  Preliminary  year-to 


Income 

Interest  due 

Interest 

Interest 

Interest 

Interest 

from 

from  other 

and 

from  trading 

from  federal 

Total 

and  fees 

lease 

depository 

dividends  on 

account 

funds 

interest 

on  loans 

financing 

institutions 

securities 

assets 

transactions 

income 

$26,478 

$581 

$815 

$6,179 

$970 

$749 

$35,774 

249 

3 

1 

72 

1 

5 

330 

42 

0 

0 

21 

0 

0 

64 

345 

13 

0 

79 

0 

5 

442 

128 

1 

1 

66 

0 

3 

199 

2,602 

75 

60 

409 

110 

54 

3,311 

247 

3 

8 

110 

0 

10 

378 

229 

0 

1 

129 

0 

2 

361 

680 

2 

1 

21 

0 

2 

706 

79 

0 

5 

33 

0 

8 

124 

1,148 

3 

19 

293 

0 

35 

1,497 

663 

13 

7 

129 

1 

15 

828 

4 

0 

0 

1 

0 

0 

5 

73 

1 

0 

7 

3 

1 

85 

1,058 

8 

1 14 

312 

63 

78 

1,633 

511 

13 

2 

130 

0 

12 

667 

184 

0 

0 

66 

0 

5 

257 

159 

2 

1 

78 

0 

5 

245 

248 

6 

0 

66 

0 

8 

327 

214 

1 

2 

136 

0 

8 

360 

30 

0 

0 

5 

0 

0 

36 

324 

3 

4 

119 

1 

17 

468 

686 

20 

26 

150 

3 

16 

901 

535 

6 

10 

172 

2 

1 1 

737 

485 

13 

1 

101 

4 

23 

627 

1  12 

0 

1 

63 

0 

4 

181 

342 

5 

2 

148 

2 

18 

517 

42 

0 

0 

10 

0 

2 

54 

213 

0 

0 

53 

0 

4 

272 

243 

0 

1 

25 

0 

1 

270 

100 

0 

0 

4 

0 

3 

107 

890 

31 

16 

263 

2 

29 

1,231 

77 

1 

1 

35 

1 

5 

1 19 

5,756 

191 

473 

689 

702 

123 

7,933 

696 

24 

12 

188 

49 

46 

1,013 

43 

0 

0 

14 

0 

1 

59 

1,522 

49 

3 

288 

1 

33 

1,896 

180 

0 

1 

101 

0 

4 

287 

236 

14 

0 

36 

3 

4 

294 

1,214 

33 

23 

398 

7 

18 

1,694 

124 

19 

0 

30 

0 

2 

176 

276 

2 

0 

77 

0 

12 

367 

349 

0 

0 

12 

0 

1 

362 

434 

4 

3 

141 

6 

7 

595 

1  254 

7 

9 

561 

1 

66 

1,899 

131 

5 

0 

29 

8 

8 

180 

31 

0 

0 

6 

0 

0 

37 

389 

1 

6 

128 

-0 

20 

544 

401 

6 

0 

22 

1 

2 

432 

142 

0 

0 

62 

0 

2 

207 

325 

5 

1 

73 

0 

8 

412 

18 

0 

0 

12 

0 

0 

31 

12 

0 

0 

6 

0 

0 

18 

-date  data.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Noninterest  income  of  national  banks,  by  state,  March  31,  1994 

(Dollar  amounts  in  millions) 


Service 
charges  on 
deposit 
accounts 

Gains 
(losses) 
on  foreign 
exchange 
transactions 

Gains 
(losses) 
on  fees  from 
assets  in 
trading 
accounts 

Other 

noninterest 

income 

+ 

extraordinary 

items 

Gains 
(losses) 
on  assets 
not  in 
trading 
accounts 

Total 

noninterest 
income  and 
gains  (losses) 
on  assets  not 
in  trading 
accounts 

All  national  banks 

$2,372 

$355 

$261 

$8,312 

$356 

$1 1,657 

Alabama . 

24 

1 

-0 

54 

3 

82 

Alaska 

4 

0 

0 

10 

1 

15 

Arizona 

43 

1 

1 

77 

1 

121 

Arkansas  .  .  .  . 

15 

0 

2 

30 

1 

48 

California  . 

363 

133 

-51 

732 

1 1 

1,188 

Colorado  . 

40 

0 

0 

90 

3 

133 

Connecticut . 

28 

-0 

1 

80 

-1 

108 

Delaware  . 

2 

0 

0 

734 

-0 

735 

District  of  Columbia . 

13 

0 

0 

35 

2 

50 

Florida  . 

146 

2 

1 

208 

9 

367 

Georgia . 

90 

0 

2 

146 

2 

240 

Hawaii . 

0 

0 

0 

0 

0 

1 

Idaho  . 

7 

0 

-2 

6 

0 

1 1 

Illinois . 

1 17 

4 

-13 

266 

29 

402 

Indiana  . 

40 

0 

0 

99 

-0 

139 

Iowa 

14 

0 

0 

55 

30 

100 

Kansas  ... 

19 

0 

0 

30 

5 

54 

Kentucky  . 

20 

0 

0 

38 

1 

60 

Louisiana . 

37 

0 

1 

54 

3 

95 

Maine . 

2 

0 

0 

4 

-0 

6 

Maryland  . 

55 

1 

0 

62 

12 

130 

Massachusetts  . 

45 

10 

5 

239 

4 

302 

Michigan  . 

50 

3 

2 

1 14 

4 

173 

Minnesota . 

46 

7 

-13 

204 

6 

250 

Mississippi . 

14 

0 

0 

19 

7 

41 

Missouri . 

44 

2 

9 

82 

4 

140 

Montana . 

4 

0 

0 

7 

1 

11 

Nebraska . 

16 

0 

0 

58 

2 

76 

Nevada  . 

8 

0 

0 

321 

0 

328 

New  Hampshire . 

1 

0 

0 

54 

0 

55 

New  Jersey . 

95 

1 

2 

133 

14 

245 

New  Mexico . 

11 

0 

-0 

19 

0 

30 

New  York  . 

125 

166 

215 

1,645 

112 

2,262 

North  Carolina . 

71 

3 

61 

250 

4 

390 

North  Dakota . 

3 

0 

0 

7 

1 

1  1 

Ohio . 

99 

4 

-0 

436 

12 

551 

Oklahoma . 

28 

1 

2 

42 

2 

75 

Oregon  . 

39 

0 

3 

84 

0 

126 

Pennsylvania  . 

109 

8 

3 

347 

33 

500 

Rhode  Island  . 

6 

0 

0 

63 

0 

69 

South  Carolina . 

30 

0 

0 

34 

1 

66 

South  Dakota . 

4 

-0 

0 

479 

1 

484 

Tennessee  . 

53 

0 

31 

131 

16 

232 

Texas  . 

234 

6 

4 

417 

7 

668 

Utah . 

17 

0 

-3 

34 

-0 

47 

Vermont . 

2 

0 

0 

5 

-1 

6 

Virginia  . 

43 

0 

-0 

78 

1  1 

132 

Washington . 

56 

3 

-O 

100 

0 

158 

West  Virginia  . 

8 

0 

0 

20 

2 

30 

Wisconsin . 

27 

1 

-1 

79 

1 

107 

Wyoming  . 

2 

0 

0 

3 

0 

5 

Puerto  Rico 

1 

0 

0 

0 

-0 

1 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Interest  expense  of  national  banks,  by  state,  March  31,  1994 
(Dollar  amounts  in  millions) 


Interest 

on 

deposits 

Expense  of 
federal 
funds 

transactions 

Interest  on 
Treasury 
demand  notes 
and 

other  borrowed 
money 

Interest 

on 

mortgage 

and 

capitalized 

leases 

Interest 

on 

subordinated 

notes 

and 

debentures 

Total 

interest 

expense 

All  national  banks 

$10,686 

$1,373 

$2,984 

$26 

$359 

$15,428 

Alabama 

107 

16 

5 

0 

1 

128 

Alaska  . 

14 

3 

0 

0 

0 

17 

Arizona 

96 

7 

31 

0 

3 

137 

Arkansas . 

71 

2 

1 

0 

0 

74 

California  . 

807 

50 

135 

3 

58 

1 ,054 

Colorado  . 

110 

7 

0 

1 

0 

1 19 

Connecticut . 

76 

43 

7 

0 

1 

126 

Delaware 

81 

14 

93 

0 

9 

197 

District  of  Columbia . 

39 

4 

1 

0 

0 

43 

Florida . 

414 

73 

10 

1 

3 

500 

Georgia . 

237 

68 

1 1 

0 

8 

324 

Hawaii . 

1 

0 

0 

0 

0 

1 

Idaho . 

25 

4 

1 

0 

1 

31 

Illinois . 

585 

70 

68 

6 

33 

762 

Indiana  . 

209 

31 

10 

0 

0 

251 

Iowa . 

75 

13 

7 

0 

0 

96 

Kansas  . 

85 

8 

3 

0 

0 

96 

Kentucky  . 

105 

20 

3 

0 

1 

129 

Louisiana . 

107 

12 

2 

0 

0 

120 

Maine  . 

13 

1 

0 

0 

0 

14 

Maryland  . 

128 

35 

13 

1 

1 

177 

Massachusetts  . 

251 

49 

119 

0 

8 

428 

Michigan  . 

228 

28 

27 

1 

8 

292 

Minnesota . 

157 

32 

22 

1 

2 

213 

Mississippi . 

59 

10 

1 

0 

0 

70 

OAQ 

Missouri . 

160 

34 

7 

1 

1 

d\JO 

Montana . 

14 

1 

0 

0 

0 

15 

Nebraska . 

89 

4 

1 

1 

1 

yo 

Nevada  . 

23 

2 

31 

0 

0 

Ob 

07 

New  Hampshire . 

17 

4 

6 

0 

0 

New  Jersey . 

New  Mexico . 

340 

39 

28 

3 

4 

1 

0 

0 

8 

0 

380 

43 

New  York  . 

3,037 

140 

1,977 

2 

139 

5,29b 

cn  7 

North  Carolina . 

265 

126 

109 

1 

D 

n 

OU  ! 

22 

North  Dakota . 

Ohio . 

Oklahoma . 

Oregon  . 

Pennsylvania . 

Rhode  Island  . 

22 

461 

102 

63 

435 

55 

0 

91 

7 

11 

82 

9 

0 

52 

3 

10 

111 

8 

U 

1 

0 

0 

0 

0 

16 

0 

2 

15 

1 

620 

112 

85 

644 

73 

South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

102 

58 

193 

577 

45 

13 

194 

35 

13 

24 

86 

16 

1 

23 

Q 

5 

32 

12 

26 

4 

0 

6 

5 

0 

0 

0 

1 

0 

0 

0 

1 

2 

2 

2 

14 

1 

0 

3 

4 

143 

105 

231 

704 

66 

14 

225 

118 

Washington . 

101 

O 

1 

0 

0 

74 

West  Virginia  . 

Wisconsin . 

67 

121 

D 

22 

3 

0 

2 

149 

Wyoming  . 

Pi  ip>rtn  Rim  . 

1 1 

6 

0 

0 

0 

0 

0 

0 

0 

1 

1 1 

7 

Note:  Preliminary  year-to-date  d 

ata.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Noninterest  and  other  expense  of  national  banks,  by  state,  March  31,  1994 

(Dollar  amounts  in  millions) 


Provision 
for  loan 
and 
lease 
losses 

Provision 

for 

allocated 

transfer 

risk 

Salaries 

and 

employee 

benefits 

Expenses  of 
premises 
and 
fixed 
assets 

Applicable 

income 

taxes 

Other 

noninterest 

expense 

Total 

noninterest 

and 

other 

expense 

All  national  banks 

$1,448 

-$9 

$8,544 

$2,756 

$3,512 

$9,200 

$25,451 

Alabama . 

7 

0 

88 

26 

30 

67 

217 

Alaska . 

1 

0 

21 

6 

7 

10 

45 

Arizona  . 

31 

0 

109 

28 

48 

129 

345 

Arkansas  . 

2 

0 

48 

14 

20 

45 

129 

California  . 

180 

0 

1,018 

379 

461 

807 

2,845 

Colorado  . 

1 

0 

109 

31 

37 

138 

316 

Connecticut . 

1 

0 

103 

32 

41 

97 

274 

Delaware  . 

160 

0 

167 

42 

153 

480 

1,003 

District  of  Columbia . 

0 

0 

36 

14 

8 

48 

106 

Florida . 

24 

-6 

297 

1 19 

191 

401 

1,026 

Georgia . 

65 

-0 

170 

55 

56 

273 

618 

Hawaii . 

0 

0 

2 

1 

0 

1 

4 

Idaho . 

2 

0 

16 

4 

8 

23 

53 

Illinois . 

75 

0 

423 

145 

79 

340 

1,062 

Indiana  . 

20 

0 

142 

44 

77 

148 

432 

Iowa . 

12 

0 

55 

17 

35 

68 

188 

Kansas  . 

3 

0 

56 

15 

24 

59 

157 

Kentucky  . 

9 

0 

69 

21 

26 

69 

194 

Louisiana . 

-14 

0 

102 

28 

37 

90 

243 

Maine  .  .  . 

-6 

0 

9 

3 

-1 

8 

13 

Maryland  . 

9 

0 

134 

43 

55 

106 

348 

Massachusetts  . 

38 

0 

230 

69 

102 

197 

635 

Michigan  . 

23 

0 

199 

55 

59 

146 

481 

Minnesota . 

7 

0 

164 

51 

71 

242 

535 

Mississippi . 

1 

0 

45 

12 

18 

36 

113 

Missouri . 

9 

0 

129 

33 

56 

117 

344 

Montana . 

6 

0 

11 

4 

5 

17 

42 

Nebraska . 

12 

0 

61 

20 

29 

70 

192 

Nevada  . 

53 

0 

35 

9 

87 

203 

387 

New  Hampshire . 

-2 

0 

3 

1 

27 

63 

92 

New  Jersey . 

38 

0 

279 

103 

92 

297 

809 

New  Mexico . 

1 

0 

33 

10 

12 

28 

84 

New  York  . 

355 

0 

1,492 

478 

461 

1,352 

4,138 

North  Carolina . 

27 

0 

248 

75 

94 

242 

686 

North  Dakota  . 

2 

0 

13 

4 

6 

12 

36 

Ohio . 

95 

0 

377 

106 

214 

590 

1,382 

Oklahoma . 

2 

0 

78 

21 

20 

76 

197 

Oregon  . 

8 

0 

110 

31 

36 

85 

271 

Pennsylvania  . 

39 

0 

447 

156 

177 

370 

1,188 

Rhode  Island  . 

6 

0 

49 

14 

28 

33 

130 

South  Carolina . 

-24 

0 

70 

24 

40 

105 

214 

South  Dakota . 

96 

0 

52 

12 

81 

362 

603 

Tennessee  . 

13 

0 

184 

45 

62 

169 

473 

Texas  . 

14 

-3 

589 

202 

171 

496 

1,470 

Utah . 

-1 

0 

40 

9 

20 

58 

125 

Vermont . 

2 

0 

9 

3 

2 

10 

25 

Virginia  . 

29 

0 

141 

54 

25 

140 

389 

Washington . 

5 

0 

128 

42 

57 

135 

367 

West  Virginia  . 

5 

0 

43 

1  1 

22 

38 

118 

Wisconsin . 

7 

0 

101 

31 

44 

95 

279 

Wyoming  . 

-0 

0 

8 

2 

2 

8 

20 

Puerto  Rico . 

1 

0 

3 

1 

0 

4 

10 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Value  of  securities  not  in  trading  account  at  domestic  offices  of  national  banks,  by  state,  March  31,  1994 '  (Dollar 

amounts  in  millions) 


u.s. 

Treasury 

securities 


U.S. 

government 
issued  or 
guaranteed 
certificates  of 
participation 


Other  U.S. 
government 
agency 
and 

corporation 

obligations 


Securities 
issued  by 
states  and 
political 
subdivisions 
in  the  U.S. 


Other 

domestic 

debt 

securities 


Foreign 

debt 

securities 


Equity 

securities 


All  national  banks 


$145,583 


$99,984 


$107,235 


$34,358 


$27,060 


$1,065 


$7,644 


Alabama . 

Alaska . 

Arizona  . 

Arkansas  . 

California  . 

Colorado  . 

Connecticut  .  .  .  . 

Delaware  . 

District  of  Columbia 
Florida . 


Georgia  . 

Hawaii 

Idaho 

Illinois 

Indiana 

Iowa  .  . 

Kansas 

Kentucky 

Louisiana 

Maine  .  . 


Maryland  .... 
Massachusetts  . 
Michigan  .  .  .  . 
Minnesota  .... 
Mississippi  .... 

Missouri . 

Montana . 

Nebraska  .  .  .  . 

Nevada  . 

New  Hampshire  . 


New  Jersey  . 
New  Mexico  . 
New  York  .  . 
North  Carolina 
North  Dakota 

Ohio . 

Oklahoma  .  . 
Oregon  .  .  . 
Pennsylvania 
Rhode  Island 


South  Carolina 
South  Dakota 
Tennessee  .  . 
Texas  .... 

Utah . 

Vermont  .  . 
Virginia  .  .  . 
Washington  . 
West  Virginia 
Wisconsin  .  . 


657 

777 

2,219 

1,720 

4,461 

2,373 

3,488 

670 

1,111 

9,601 

4,828 

30 

174 

7.185 

1,799 

1,080 

I, 639 
2,003 
3,961 

164 

3,797 

2,855 

2,150 

1,858 

1,200 

4,830 

114 

1,379 

685 

96 

7,082 

664 

7,796 

II, 913 
181 

7,241 

2,715 

1,008 

6,091 

785 

2,851 

165 

2,841 

17,338 

474 

119 

3,403 

374 

1,080 

2,055 


1,331 

46 

1,389 

473 

7,810 

3,004 

4.175 
136 
728 

3,277 

1,858 

0 

79 

3,861 

3,433 

1,484 

1,095 

465 

3.176 
57 

1,208 

2,803 

5,820 

3,360 

349 

1,769 

360 

493 

413 

74 

4,052 

768 

5,529 

1,215 

437 
4,881 
1,281 

548 

6,642 

1,089 

1,052 

434 

1,792 

10,882 

255 

160 

2,436 

326 

438 
981 


1,940 

254 

1,868 

1,913 

6,734 

1,384 

252 

323 

439 

5,713 

1,416 

14 

193 

7,224 

2,460 

968 

2,278 

1,128 

2,282 

91 

3,427 

1,285 

2,824 

1,049 

1,776 

2,907 

143 

1,040 

619 

70 

5,035 
1,104 
2,832 
438 
244 
5,198 
2,596  ' 
520 
13,161 
0 

1,383 

74 

4,517 

10,226 

950 

124 

1,657 

301 

1,677 

864 


795 

187 

108 

720 

659 

456 

17 

20 

37 
1,413 

1,072 

1 

33 

3,295 

1,258 

636 

710 

882 

297 

21 

661 

71 

1,329 

782 

617 

862 

38 
643 

16 

15 

1,455 

225 

2,672 

1,167 

68 

2,102 

741 

315 

1,655 

12 

290 

106 

998 

1,946 

223 

29 

581 

231 

569 

1,218 


75 

149 

948 

147 

2,878 

551 

938 

125 

501 

1,504 

322 

0 

66 

1,467 

542 

129 

125 

254 

137 

29 

128 

1,184 

438 

446 

151 

770 

10 

66 

241 

21 

2,266 

71 
739 
369 

12 

2,065 

207 

72 
1,669 

51 

44 

12 

261 

2,880 

194 

3 

1,019 

99 

193 

399 


12 

0 

1 

1 

24 

0 

6 

1 

2 

40 

77 

0 

0 

20 

2 

0 

2 

0 

3 
0 

4 
91 
66 

5 
1 

3 
0 
0 
0 
1 

56 

0 

392 

1 

0 

19 

1 

0 

96 

4 

3 
0 

4 
52 

0 

0 

63 

0 

2 

8 


76 

13 

34 

52 

578 

78 
48 

44 
30 

410 

144 

1 

20 

576 

122 

86 

68 

81 

79 
10 

245 

249 

90 

192 

30 

57 

13 

45 

23 
12 

239 
37 
1,634 
84 
18 
265 
1 12 
17 
482 

24 

56 
28 
135 
365 
223 
19 
86 
1  17 
60 
128 


•Beginning  in  1994.  securities  classified  by  banks  as  "held-lo-maturity"  are  valued  at  their  amortized  cost, 
"available-for-sale”  are  valued  at  their  current  fair  value 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,0 
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Selected  off-balance  sheet  items  at  national  banks ,  by  state,  March  31,  1994 

(Dollar  amounts  in  millions) 


Unused 

commitments 

Letters 

of 

credit 

Securities 

lent 

Mortgages 
transferred 
to  FNMA  and 
FHLMC 
with  recourse 

Notional 
value  of 
swap 
contracts 

When-issued 
securities 
and  futures 
and 
forward 
contracts 

Written  and 
purchased 
option 
contracts 

All  national  banks 

$991,483 

$97,768 

$21,683 

$5,961 

$1,532,697 

$3,845,427 

$1,223,935 

Alabama . 

5,976 

739 

50 

4 

2,539 

542 

1,567 

Alaska . 

627 

22 

0 

0 

201 

62 

0 

Arizona  . 

32,157 

247 

0 

6 

5,349 

109 

353 

Arkansas . 

1,485 

78 

0 

113 

0 

120 

100 

California  . 

86,972 

13,049 

6,637 

84 

298,308 

712,301 

97,671 

Colorado  . 

7,773 

276 

378 

0 

3,772 

27 

31 

Connecticut . 

7,313 

886 

0 

147 

3,818 

10,856 

3,401 

Delaware  . 

160,013 

1 

0 

0 

9,761 

64 

324 

District  of  Columbia . 

1,079 

141 

0 

0 

543 

25 

1 

Florida . 

23,884 

1,810 

37 

241 

8,647 

4,253 

5,124 

Georgia . 

33,798 

2.762 

15 

53 

9,202 

1,336 

1,132 

Hawaii . 

76 

2 

0 

0 

0 

1 

0 

Idaho  . 

1,262 

30 

0 

0 

1,126 

1,476 

2,007 

Illinois . 

55,988 

7,574 

133 

6 

189,740 

352,900 

123,707 

Indiana  . 

12,093 

1,090 

664 

10 

7,413 

647 

1,019 

Iowa . 

7,959 

209 

210 

0 

353 

8 

0 

Kansas  . 

3,017 

124 

0 

13 

251 

122 

0 

Kentucky  . 

3,012 

392 

52 

21 

1,350 

2 

188 

Louisiana . 

4,251 

282 

60 

28 

637 

291 

1,122 

Maine . 

432 

14 

0 

0 

220 

0 

18 

Maryland  . 

6,328 

1,050 

292 

17 

6,070 

1,995 

2,735 

Massachusetts  . 

23,785 

2,941 

6 

83 

16,603 

57,946 

36,555 

Michigan  . 

16,179 

1,535 

0 

100 

6,252 

4,493 

614 

Minnesota . 

13,698 

1,586 

472 

44 

6,954 

4,814 

3,982 

Mississippi . 

1,491 

102 

335 

0 

800 

759 

750 

Missouri . 

9,735 

988 

356 

0 

2,674 

2,030 

115 

Montana . 

1,026 

47 

16 

0 

140 

0 

0 

Nebraska . 

8,895 

130 

60 

0 

285 

7 

0 

Nevada  . 

15,618 

51 

0 

0 

7,315 

7,202 

7,689 

New  Hampshire . 

5,173 

2 

0 

0 

536 

0 

476 

New  Jersey . 

12,119 

1,216 

0 

26 

13,745 

1,252 

766 

New  Mexico . 

747 

39 

0 

5 

411 

1,216 

848 

New  York  . 

100,205 

34,474 

3,610 

3,751 

698,778 

2,526,725 

671,646 

North  Carolina . 

29,306 

4,244 

0 

32 

57,353 

89,072 

219,861 

North  Dakota . 

673 

18 

16 

0 

35 

2 

1 

Ohio . 

65,524 

3,407 

114 

78 

60,880 

3,042 

1 1 ,725 

Oklahoma . 

2,704 

292 

0 

29 

116 

49 

0 

Oregon  . 

12,851 

418 

0 

11 

2,573 

2,042 

745 

Pennsylvania  . 

34,688 

7,317 

2,031 

147 

37,275 

17,910 

7,706 

Rhode  Island  . 

4,596 

300 

0 

0 

9,547 

368 

38 

South  Carolina . 

3,371 

238 

28 

89 

917 

198 

16 

South  Dakota . 

94,131 

46 

10 

0 

6,225 

3,451 

10,256 

Tennessee  . 

9,117 

1,016 

427 

688 

3,646 

4,824 

551 

Texas  . 

34,771 

3,385 

5,139 

67 

19,571 

7,144 

4,110 

Utah . 

2,906 

194 

0 

0 

911 

3,040 

2,949 

Vermont . 

410 

24 

0 

0 

47 

13 

14 

Virginia  . 

8,633 

1,159 

157 

22 

5,732 

52 

23 

Washington . 

14,153 

1,192 

17 

0 

12,340 

20,564 

384 

West  Virginia  . 

1,211 

103 

187 

0 

1,980 

0 

25 

Wisconsin . 

8,01 1 

51 1 

168 

47 

9,755 

77 

1,576 

Wyoming  . 

152 

12 

4 

0 

0 

0 

0 

Puerto  Rico . 

114 

2 

0 

0 

0 

0 

16 

Swap,  futures  and  forward,  and  option  contracts  include  interest  rate,  foreign  exchange,  and  commodities  and  equities  contracts 
Note  Preliminary  end-of-quarter  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Alabama . 

Alaska . 

Arizona  . 

Arkansas  . 

California  .  . 

Colorado  . 

Connecticut  .  .  .  . 

Delaware  . 

District  of  Columbia 
Florida . 


Outstanding  balances,  credit  cards  and  related  plans,  by  state,  March  31,1994 

(Dollar  amounts  in  thousands) 


Credit  cards  and  other 


All  national  banks 


Total 

number  of 
national  banks 

3,262 


related  credit  plans 


Number  of 
national  banks 


Outstanding 

volume 


2,108 


$88,094,673 


49 

4 

13 

75 

138 

136 

11 

16 

16 

129 


29 

3 

11 

30 
128 
1 18 

9 

16 

13 

70 


506,821 

57,483 

3,025,621 

204,415 

9,303,226 

1,042,031 

181,048 

19,987,930 

61,634 

2,790,010 


Georgia  , 
Hawaii  .  , 
Idaho  .  , 
Illinois  . 
Indiana 
Iowa  .  . 
Kansas 
Kentucky 
Louisiana 
Maine  . 


73 

2 

6 

284 

61 

82 

141 

80 

41 

7 


54 

2 

6 

175 

56 

59 

50 

47 

21 

6 


3,860,352 

3,377 

131,574 

1,610,388 

1,232,407 

1,548,046 

397,086 

210,762 

495,554 

33,734 


Maryland  .  .  .  . 

Massachusetts 
Michigan  .  .  .  . 

Minnesota  .  .  .  . 

Mississippi  .  .  .  . 

Missouri . 

Montana . 

Nebraska  .  .  .  . 

Nevada  . 

New  Hampshire  . 


24 

23 

50 

138 

27 

68 

31 

104 

7 

7 


New  Jersey  .  . 
New  Mexico  .  . 
New  York  .  .  . 
North  Carolina  . 
North  Dakota 

Ohio . 

Oklahoma  .  .  . 
Oregon  .  .  .  . 
Pennsylvania 
Rhode  Island 


42 

32 

76 

14 

27 

121 

128 

7 

131 

2 


South  Carolina  . 
South  Dakota 
Tennessee  .  .  . 

Texas  . 

Utah . 

Vermont  .  .  .  . 
Virginia  .  .  .  . 
Washington  . 
West  Virginia 
Wisconsin  .  . 


27 

20 

43 

498 

8 

9 

39 

19 

61 

93 


Wyoming 
Puerto  Rico 


21 

1 


Note:  Preliminary  end-of-quarter  data. 


21 

1,148,275 

18 

381,539 

38 

557,069 

1 10 

1,275,963 

14 

103,639 

48 

725,077 

22 

228,272 

52 

1,631,394 

5 

4,676,832 

5 

1,521,932 

37 

713,226 

20 

71,128 

54 

5,449,540 

14 

411,769 

22 

96,199 

98 

7,043,226 

64 

121,844 

7 

1,498,998 

87 

953,647 

2 

157,236 

27 

194,214 

13 

6,604,211 

23 

738,616 

205 

900,553 

7 

199,798 

7 

66,108 

26 

963,138 

18 

1,961,264 

34 

104,091 

88 

881,108 

18 

16,549 

1 

14,719 
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Consolidated  foreign  and  domestic  loans  and  leases  past  due  at  national  banks,  by  state,  March  31,  1994 

(Dollar  amounts  in  millions) 


All  national  banks 

Alabama  .  .  . 

Alaska . 

Arizona  . 

Arkansas  . 

California 

Colorado  . 

Connecticut . 

Delaware 

District  of  Columbia 
Florida . 

Georgia . 

Hawaii . 

Idaho  . 

Illinois . 

Indiana . 

Iowa  . 

Kansas  . 

Kentucky  . 

Louisiana . 

Maine  . 

Maryland . 

Massachusetts  . 

Michigan  . 

Minnesota . 

Mississippi . 

Missouri . 

Montana . 

Nebraska . 

Nevada  . 

New  Hampshire . 

New  Jersey . 

New  Mexico . 

New  York  . 

North  Carolina . 

North  Dakota . 

Ohio . 

Oklahoma . 

Oregon  . 

Pennsylvania  . 

Rhode  Island  . 

South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

Puerto  Rico . 


Type  of  loan 


Number 

of 

banks 

All  real 
estate 

Commercial  and 
Industrial * 

Personalf 

Leases 

Other 

loanst 

Total 

loans 

To  non-U 
addresst 

3,262 

$9,946 

$3,601 

$6,299 

$139 

$596 

$20,581 

$609 

49 

78.3 

41.0 

53.8 

0.6 

4.9 

178.6 

0.0 

4 

24.6 

10.0 

5.7 

0.5 

5.4 

46.3 

0.0 

13 

57.3 

19.1 

173.1 

1.1 

0.6 

251.2 

0.0 

75 

51.9 

25.5 

22.0 

0.0 

1.6 

100.9 

0.0 

138 

1,967.0 

324.4 

505.4 

5.7 

42.7 

2,845.1 

53.0 

136 

66.1 

47.1 

49.0 

1.1 

3.6 

166.9 

0.0 

1 1 

122.1 

45.3 

36.6 

0.0 

10.9 

K214.9 

0.0 

16 

9.8 

3.7 

561.6 

1.0 

0.0 

576.0 

0.0 

16 

34.1 

18.2 

4.4 

0.0 

10.4 

67.1 

7.5 

129 

424.3 

47.4 

156.4 

0.5 

6.3 

634.8 

1.0 

73 

163.2 

100.3 

93.6 

2.5 

11.3 

370.9 

0.0 

2 

1.2 

3.3 

0.2 

0.0 

0.0 

4.7 

0.0 

6 

14.6 

9.4 

15.2 

0.0 

2.6 

41.8 

0.0 

284 

409.5 

264.7 

151.2 

0.2 

12.2 

837.9 

0.0 

61 

183.7 

83.5 

199.7 

4.6 

19.3 

490.8 

0.0 

82 

30.6 

46.8 

61.2 

0.0 

3.7 

142.3 

0.0 

141 

38.9 

33.1 

23.0 

0.7 

4.4 

100.0 

0.0 

80 

80.7 

36.9 

52.1 

2.4 

3.6 

175.7 

0.0 

41 

45.7 

26.6 

59.7 

0.5 

17.0 

149.5 

0.0 

7 

20.4 

4.0 

3.8 

0.0 

0.2 

28.4 

0.0 

24 

104.1 

36.6 

41.5 

0.8 

3.5 

186.5 

0.4 

23 

218.7 

1 12.4 

51.2 

1.2 

2.8 

386.3 

19.3 

50 

311.9 

74.7 

78.8 

3.6 

3.0 

472.0 

3.0 

138 

167.4 

127.3 

54.3 

2.8 

9.3 

361.2 

0.0 

27 

37.7 

15.7 

19.5 

0.0 

1.3 

74.2 

0.0 

68 

120.4 

1 18.6 

51.7 

0.4 

16.9 

308.0 

0.0 

31 

8.3 

15.0 

10.6 

0.0 

0.6 

34.5 

0.0 

104 

32.6 

51.5 

77.3 

0.0 

6.1 

167.6 

0.0 

7 

14.9 

2.6 

272.3 

0.0 

1.0 

290.8 

0.0 

7 

9.0 

1.5 

38.0 

0.0 

0.0 

48.5 

0.0 

42 

949.0 

351.8 

154.0 

24.0 

47.9 

1,526.7 

0.0 

32 

45.3 

9.4 

13.8 

0.2 

1.1 

69.8 

0.0 

76 

1,538.8 

460.4 

1,066.6 

35.7 

133.8 

3,235.2 

517.4 

14 

153.7 

80.3 

29.2 

0.3 

12.2 

275.7 

0.0 

27 

14.5 

11.7 

7.9 

0.1 

6.6 

40.8 

0.0 

121 

392.8 

217.9 

512.8 

9.8 

12.3 

1,145.6 

0.0 

128 

67.8 

47.9 

25.1 

0.0 

5.1 

145.9 

0.0 

7 

30.9 

12.1 

37.7 

11.7 

3.4 

95.7 

0.0 

131 

625.8 

169.3 

265.4 

5.5 

78.5 

1,144.6 

0.7 

2 

70.6 

29.7 

20.8 

11.8 

7.4 

140.3 

0.0 

27 

106.9 

25.0 

28.2 

0.7 

2.1 

162.8 

0.0 

20 

14.9 

31.1 

655.7 

0.3 

13.9 

715.9 

0.0 

43 

1  19.1 

32.8 

82.5 

1.0 

17.3 

252.6 

0.0 

498 

449.0 

175.5 

208.0 

1.0 

19.1 

852.6 

5.7 

8 

26.1 

7.8 

15.6 

0.4 

1.6 

51.5 

0.0 

9 

18.7 

9.9 

3.4 

0.0 

0.0 

32.0 

0.0 

39 

130.5 

37.7 

70.7 

0.4 

9.7 

249.0 

0.0 

19 

163.8 

30.1 

69.6 

1.0 

12.6 

277.1 

0.0 

61 

67.1 

23.5 

36.1 

0.0 

0.2 

126.9 

0.0 

93 

96.9 

85.7 

66.4 

5.1 

5.7 

259.8 

1.3 

21 

4.5 

3.5 

3.3 

0.0 

0.5 

11.8 

0.0 

1 

10.9 

1.5 

2.9 

0.0 

0.0 

15.3 

0.0 

'For  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial  (time  and  demand)  and  all  other  loans. 

fFor  banks  with  assets  of  less  than  $300  million,  this  cateogory  captures  installment  loans  and  credit  cards  and  related  plans. 
tDoes  not  include  banks  with  assets  of  less  than  $300  million. 
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Percent  of  loans  past  due,  by  asset  size  of  national  banks,  March  31 ,  1994’ 


Real  estate 
June  1993  .  .  . 
September  1993 
December  1993 
March  1994  .  . 


Commercial  and  industrialf 

June  1993  . 

September  1993  . 

December  1993  . 

March  1994  . 


Personal 
June  1993  .  . 
September  1993 
December  1993 
March  1994  .  . 


Leases 
June  1993  . 
September  1993 
December  1993 
March  1994  .  . 


Other  loans 
June  1993  .  .  . 
September  1993 
December  1993 
March  1994 


Less 

than 

$300M 


1.71 

1.68 

1.57 

1.81 


3.39 

3.26 

3.02 

3.73 


2.35 

2.31 

2.38 

2.29 


$300M 

to 

$1B 


1.58 

1.49 
1.37 

1.50 


$1B 

to 

$10B 


2.48 

2.24 

1.84 

2.27 


2.18 

2.22 

1.99 

1.90 


2.05 

2.05 

1.84 

1.79 


1.73 

1.37 

1.29 

1.32 


1  81 
1.45 
1.09 
0.79 


NM 

NM 

NM 

NM 


1.00 

0.86 

0.77 

0.80 


0.33 

0.52 

0.38 

0.42 


3.37 

3.36 

3.11 

2.77 


1.32 

1.06 

0.95 

0.73 


0.77 

0.77 

0.60 

1.06 


Greater 

than 
$  10B 


2.25 
2.21 
2  23 
2.1 1 


0.74 

0.78 

0.64 

0.67 


2.91 

2.67 

2.54 

2.44 


0.55 

0.54 

0.49 

0.46 


0.38 

0.54 

0.32 

0.41 


Total  loans 
June  1993 
September  1993 
December  1993 

March  1994 _ _ _ 

’Past  due  loans  in  each  category  are  stated  as  a  percentage  of  loans  outstanding  d  a]|  other  |oans 

+For  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercia  (time  and  d®™a  ,  ,  t  d  ,ans 

tFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 

Note:  Preliminary  end-of-quarter  data. 

NM  =  Not  meaningful. 


All 

national 

banks 


2  04 
2  00 
1.93 
1  90 


1.20 
1.1 1 
0.95 
1.02 


2  95 
2.86 
2.70 
2.49 


0.79 

0.71 

0.64 

0.54 


0.43 

0.56 

0.36 

0.50 
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Office  of  Government  Services 
1801  K  Street,  N.W 
Washington,  DC  20006 


Telephone  202  296  0800 


Price  Waterhouse 


Report  of  Independent  Accountants 


To  the  Comptroller  of  the  Currency 

We  have  audited  the  accompanying  Statements  of  Financial  Position  and  the  related 
Statements  of  Changes  in  Net  Position,  Cash  Flows,  and  Budget  and  Actual 
Expenses  as  of  and  for  the  years  ended  December  31,  1993  and  1992.  These 
financial  statements  are  the  responsibility  of  the  management  of  the  Office  of  the 
Comptroller  of  the  Currency.  Our  responsibility  is  to  express  an  opinion  on  these 
statements  based  on  our  audits. 

We  conducted  our  audits  in  accordance  with  generally  accepted  auditing  standards, 
Government  Auditing  Standards ,  issued  by  the  Comptroller  General  of  the  United 
States,  and,  the  Office  of  Management  and  Budget  Bulletin  93-06,  '‘Audit 
Requirements  for  Federal  Financial  Statements."  Those  standards  require  that  we 
plan  and  perform  the  audit  to  obtain  reasonable  assurance  about  whether  the 
financial  statements  and  notes  thereto  are  free  of  material  misstatement.  An  audit 
includes  examining,  on  a  test  basis,  evidence  supporting  the  amounts  and 
disclosures  in  these  statements,  and  the  notes  thereto.  An  audit  also  includes 
assessing  the  accounting  principles  used  and  significant  estimates  made  by 
management,  as  well  as  evaluating  the  overall  financial  statement  presentation.  We 
believe  that  our  audits  provide  a  reasonable  basis  for  our  opinion. 

In  our  opinion,  the  financial  statements  referred  to  above  present  fairly,  in  all 
material  respects,  the  financial  position  of  the  Office  of  the  Comptroller  of  the 
Currency  at  December  31,  1993  and  1992,  and  the  results  of  its  operations  and  its 
cash  flows  for  the  years  then  ended  in  accordance  with  generally  accepted 
accounting  principles. 

As  discussed  in  Note  6  to  the  financial  statements,  the  Office  of  the  Comptroller  of 
the  Currency  implemented  Statement  of  Financial  Accounting  Standard  No.  106, 
Employers  ’  Accounting  for  Postretirement  Benefits  Other  Than  Pensions  (OPEB), 

effective  January  1,  1993. 
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Office  of  Government  Services 
1801  K  Street,  N.W 
Washington,  DC  20006 


Telephone  202  296  0800 


Price  Waterhouse 


Report  of  Independent  Accountants  on  Internal  Controls 


To  the  Comptroller  of  the  Currency 

We  have  audited  the  financial  statements  of  the  Office  of  the  Comptroller  of  the 
Currency  (Comptroller’s  Office)  as  of  and  for  the  year  ended  December  31,  1993, 
and  have  issued  our  report  thereon  dated  March  31,  1994. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards, 
Government  Auditing  Standards ,  issued  by  the  Comptroller  General  of  the  United 
States,  and  Office  of  Management  and  Budget  Bulletin  93-06,  "Audit  Requirements 
for  Federal  Financial  Statements."  Those  standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  financial 
statements  and  notes  thereto  are  free  of  material  misstatement. 

In  planning  and  performing  our  audit  of  the  financial  statements  of  the 
Comptroller’s  Office  for  the  year  ended  December  31,  1993,  we  considered  its 
internal  control  structure  in  order  to  determine  our  auditing  procedures  for  the 
purpose  of  expressing  our  opinion  on  the  financial  statements  and  not  to  provide 
assurance  on  the  internal  control  structure. 

Management  of  the  Comptroller’s  Office  is  responsible  for  establishing  and 
maintaining  an  internal  control  structure.  In  fulfilling  this  responsibility,  estimates 
and  judgements  by  management  are  required  to  assess  the  expected  benefits  and 
related  costs  of  internal  control  structure  policies  and  procedures.  The  objectives 
of  an  internal  control  structure  are  to  provide  management  with  reasonable,  but  not 
absolute,  assurance  that  assets  are  safeguarded  against  loss  from  unauthorized  use 
or  disposition  and  that  transactions  are  executed  in  accordance  with  management’s 
authorization  and  recorded  properly  to  permit  the  preparation  of  financial 
statements  in  accordance  with  generally  accepted  accounting  principles.  Because  of 
inherent  limitations  in  any  internal  control  structure,  errors  or  irregularities  may 
nevertheless  occur  and  not  be  detected.  Also,  projection  of  any  evaluation  of  the 
structure  to  future  periods  is  subject  to  the  risk  that  procedures  may  become 
inadequate  because  of  changes  in  conditions  or  that  the  effectiveness  of  the  design 
and  operation  of  policies  and  procedures  may  deteriorate. 
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For  the  purpose  of  this  report,  we  have  classified  the  significant  internal  control 
policies  and  procedures  into  the  following  categories:  assessments  and  revenues, 
cash  receipts,  receivables,  investment  securities,  purchasing,  cash  disbursements, 
salaries  and  benefits,  accounts  payable  and  accrued  expenses,  fixed  assets  and 
leases,  and  financial  statement  preparation  and  reporting. 

For  all  of  the  internal  control  structure  categories  listed  above,  we  obtained  an 
understanding  of  the  design  of  significant  internal  control  structure  policies  and 
procedures,  determined  whether  they  have  been  placed  in  operation,  assessed 
control  risk,  and  performed  tests  of  the  Comptroller’s  Office’s  internal  control 
structure. 

Our  consideration  of  the  internal  control  structure  would  not  necessarily  disclose  all 
matters  in  the  internal  control  structure  that  might  be  material  weaknesses  under 
standards  established  by  the  American  Institute  of  Certified  Public  Accountants  and 
OMB  Bulletin  93-06.  A  material  weakness  is  a  condition  in  which  the  design  or 
operation  of  one  or  more  of  the  internal  control  structure  elements  does  not  reduce 
to  a  relatively  low  level  the  risk  that  errors  or  irregularities  in  amounts  that  would 
be  material  in  relation  to  the  financial  statements  being  audited  or  material  to  a 
performance  measure  or  aggregation  of  related  performance  measures  may  occur 
and  not  be  detected  within  a  timely  period  by  employees  in  the  normal  course  of 
performing  their  assigned  functions.  We  noted  no  matters  involving  the  internal 
control  structure  and  its  operation  that  we  consider  to  be  material  weaknesses  as 
defined  above. 

According  to  OMB  Bulletin  93-06,  the  objective  of  the  performance  measure 
internal  control  structure  is  to  provide  management  with  reasonable,  but  not 
absolute,  assurance  that  data  supporting  reported  performance  measures  are 
properly  recorded  and  accounted  for  to  permit  the  preparation  of  reliable  and 
complete  performance  measures.  The  Bulletin’s  audit  requirements  specify  that  the 
auditor  obtain  an  understanding  of  the  control  structure  and  assess  risk  related  to 
the  management’s  assertions  that  the  data  is  complete  and  relates  to  events  that 
have  occurred.  Based  on  our  understanding  of  the  control  structure,  we  found  that 
the  Comptroller’s  Office  has  established  policies  and  procedures  over  the  reporting 
of  performance  measures  that  reduce  the  aforementioned  risk  to  a  relatively  low 
level  Furthermore,  we  noted  no  matters  involving  the  performance  measure 
internal  control  structure  that  we  consider  to  be  material  weaknesses  as  defined  in 

paragraph  7  of  this  report. 
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However,  we  noted  certain  matters  involving  the  internal  control  structure  and  its 
operation  that  we  have  reported  to  the  management  of  the  Comptroller’s  Office  in  a 
separate  letter  dated  March  31,  1994. 

This  report  is  intended  solely  for  the  use  of  the  Policy  Group  and  management  of 
the  Comptroller’s  Office.  This  restriction  is  not  intended  to  limit  the  distribution  of 
this  report,  which  is  a  matter  of  public  record. 


March  31,  1994 
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Office  of  Government  Services 
1801  K  Street,  N.W 
Washington,  DC  20006 


Telephone  202  296  0800 


Price  Waterhouse 


Report  of  Independent  Accountants  on  Compliance 


To  the  Comptroller  of  the  Currency 

We  have  audited  the  financial  statements  of  the  Office  of  the  Comptroller  of  the 
Currency  (Comptroller’s  Office)  as  of  and  for  the  year  ended  December  31,  1993, 
and  have  issued  our  report  thereon  dated  March  31,  1994. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards, 
Government  Auditing  Standards ,  issued  by  the  Comptroller  General  of  the  United 
States,  and  Office  of  Management  and  Budget  Bulletin  93-06,  "Audit  Requirements 
for  Federal  Financial  Statements."  Those  standards  require  that  we  plan  and 
perform  the  audit  to  obtain  reasonable  assurance  about  whether  the  financial 
statements  and  notes  thereto  are  free  of  material  misstatement. 

Compliance  with  laws  and  regulations  applicable  to  the  Comptroller’s  Office  is  the 
responsibility  of  the  Comptroller’s  Office  management.  As  part  of  obtaining 
reasonable  assurance  about  whether  the  financial  statements  are  free  of  material 
misstatement,  we  performed  tests  of  the  Comptroller’s  Office  compliance  with 
certain  provisions  of  laws  and  regulations.  However,  the  objective  of  our  audit  of 
the  financial  statements  was  not  to  provide  an  opinion  on  overall  compliance  with 
such  provisions.  Accordingly,  we  do  not  express  such  an  opinion. 

The  results  of  our  tests  indicate  that,  with  respect  to  the  items  tested,  the 
Comptroller’s  Office  complied,  in  all  material  respects,  with  the  provisions  referred 
to  in  the  preceding  paragraph.  With  respect  to  items  not  tested,  nothing  came  to 
our  attention  that  caused  us  to  believe  that  the  Comptroller’s  Office  had  not 
complied,  in  all  material  respects,  with  those  provisions. 

This  report  is  intended  solely  for  the  use  of  the  Policy  Group  and  the  management 
of  the  Comptroller’s  Office.  This  restriction  is  not  intended  to  limit  the  distribution 
of  this  report,  which  is  a  matter  of  public  record. 


March  31,  1994 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
Statement  of  Financial  Position 


As  of  December  31, 


ASSETS 

1993 

1992 

Fund  balance  with  Treasury  and  Cash 

Fund  balance  with  Treasury  (Note  2) 

S 

20,815,184 

$ 

1,888,202 

Cash  (Note  2) 

356,289 

250,070 

Subtotal,  Fund  Balance  with  Treasury  and  Cash 

21,171,473 

2,138,272 

Receivables,  Non -Federal 

Accounts  receivable 

4,041,682 

3,730,107 

Travel  advances 

1,125,003 

1,012,008 

Prepayments  and  other  advances 

2,171,799 

3,351,047 

Subtotal,  Receivables,  Non -Federal 

7,338,484 

8,093,162 

Receivables,  Federal 

Accounts  receivable 

1,443,997 

1,173,499 

Advances  and  prepayments 

735,517 

1,648,304 

Subtotal,  Receivables,  Federal 

2,179,514 

2,821,803 

Investments,  Federal  (Note  3) 

114,046,146 

101,869,457 

Property,  Plant  and  Equipment,  Net  (Note  4) 

100,998,577 

104,969,099 

Total  Assets 

$ 

245,734,194 

$ 

219,891,793 

LIABILITIES  AND  COMPTROLLER’S  EOUITY 

Funded  Liabilities 

Non -Federal  Liabilities 

Accounts  payable 

$ 

12,305,337 

$ 

11,181,950 

Accrued  payroll  and  benefits 

18,088,017 

12,996,121 

Deferred  revenue 

0 

22,460 

Capital  lease  liabilities 

95,166,548 

95,904,029 

Subtotal,  Non -Federal  Liabilities 

125,559,902 

120,104,560 

Federal  Liabilities 

Accounts  payable 

50,130 

50,018 

Subtotal,  Federal  Liabilities 

50,130 

50,018 

Total  Funded  Liabilities 

125,610,032 

120,154,578 

Unfunded  Liabilities 

Accrued  annual  leave 

16,492,947 

14,593,481 

Postretirement  benefits 

5,903,415 

0 

Total  Unfunded  Liabilities 

22,396,362 

14,593,481 

Total  Liabilities 

148,006,394 

134,748,059 

Net  Position 

97,727,800 

85,143,734 

Total  Liabilities  and  Net  Position 

$ 

245,734,194 

$ 

219,891,793 

The  accompanying  notes  are  an  integral  part  of  these  statements 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
Statement  of  Operations  and  Changes  in  Net  Position 


REVENUE  AND  FINANCING  SOURCES 


Revenue  from  Goods  Sold/Services  Provided 
Semiannual  assessments 
Examination  fees 
Corporate  fees 
Investment  income 
Other 

Real  estate  tax  refund 

Total  Revenues  and  Financing  Sources 
EXPENSES 


Operating  Expenses 

Personnel  compensation  and  benefits  (Note  6) 

Rent,  communications,  and  utilities  (Note  5) 

Travel  and  transportation 

Office  equipment,  software,  and  remodeling  (Note  4) 

Contractual  services 

Office  Supplies 

Repairs  and  maintenance 

Education,  conference,  and  representation  expense 
Depreciation  and  amortization  (Note  4) 

Printing  and  reproduction 

Total  Expenses 


Excess/(Shortage)  of  Revenue  and  Financing 
Sources  over  Funded  Expenses 

Net  Position,  Beginning  Balance 

Net  Position,  Ending  Balance 


Years  Ended  December  31 


1993 


$  349,885,058 

6,221,508 
9,514,777 
6,749,602 
4,156,380 
700,653 

377,227,978 


271,903,250 

33,902,422 

27,201,397 

13,239,176 

6,388,501 

2,754,210 

3,149,792 

2,807,873 

2,272,486 

1,024,805 

364,643,912 


12,584,066 
85,143,734 
$  97,727,800 


1992 


$  303,848,837 

5,921,861 
8,513,608 
6,555,139 
3,467,604 
0 


328,307,049 


234,652,552 

34,770,697 

23,314,009 

5,718,644 

6,379,755 

2,776,691 

2,774,956 

2,214,561 

2,634,819 

1,188,180 

316,424,864 


11,882,185 
73,261,549 
$ 85,143,734 


The  accompanying  notes  are  an  integral  part  of  these  statements 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 

Statement  of  Cash  Flows 


Years  Ended  December  31, 
1993  1992 


CASH  FLOWS  FROM  OPERATING  ACTIVITIES 

Excess/(Shortage)  of  Revenue  and  Financing 
Sources  over  Total  Expenses 

Adjustments  affecting  Cash  Flow 

Decrease/(Increase)  in  non -federal  receivables 
Decrease/(Increase)  in  federal  receivables 
Increase/(Decrease)  in  non -federal  liabilities 
Increase/(Decrease)  in  federal  liabilities 
Increase/(Decrease)  in  unfunded  liabilities 
Depreciation  and  amortization 

Net  Cash  Provided  by  Operating  Activities 

CASH  FLOW  FROM  INVESTING  ACTIVITIES 

Proceeds  from  sales  of  investment  securities 
Proceeds  from  sales  of  property,  plant  and  equipment 
Purchases  of  investment  securities 
Purchases  of  property,  plant  and  equipment 

Net  Cash  (Used)/Provided  by  Investing  Activities 

CASH  FLOWS  FROM  FINANCING  ACTIVITIES 

Principal  payments  on  capital  lease  obligations 
Payoff  of  capital  lease  obligation 

Net  Cash  Used  by  Financing  Activities 

Net  Cash  Provided  by  Operating, 

Investing,  and  Financing  Activities 

Fund  Balances  with  Treasury  and  Cash,  Beginning 

Fund  Balances  with  Treasury  and  Cash,  Ending 


$  12,584,066  $  11,882,185 


754,678 

343,578 

642,289 

331,324 

5,455,342 

5,739,687 

112 

(88,271) 

7,802,881 

1,361,337 

6,178,540 

6,530,513 

33,417,908 

26,100,353 

411,906,023 

0 

(424,652,914) 

(894,652) 

362,308,346 

0 

(390,199,585) 

(2,060,555) 

(13,641,543) 

(29,951,794) 

(743,164) 

0 

(946,702) 

(3,918,712) 

(743,164) 

(4,865,414) 

19,033,201 

(8,716,855) 

2,138,272 

10,855,127 

$  21,171.473  $ 

2,138,272 

The  accompanying  notes  are  an  integral  part  of  these  statements 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
Statement  of  Budget  and  Actual  Expenses 
For  the  year  ended  December  31,  1993 


BUDGET 

ACTUAL 

Program  Name 

Assessment 

Resources 

Direct 

Obligations 

Reimbursed 

Expenses 

National  Bank 

Supervision 

$374,800,000 

n/a 

n/a 

$364,643,912 

Totals 

$374,800,000 

n/a 

n/a 

$364,643,912 

The  accompanying  notes  are  an  integral  part  of  these  statements 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
NOTES  TO  FINANCIAL  STATEMENTS 


Note  1  -  Organization 

The  Office  of  the  Comptroller  of  the  Currency  (Comptroller’s  Office)  was  created  by  an  Act 
of  Congress  for  the  purpose  of  establishing  and  regulating  a  national  banking  system.  The 
National  Currency  Act  of  1863,  rewritten  and  reenacted  as  the  National  Banking  Act  of 
1864,  created  the  Comptroller’s  Office  and  provided  for  its  supervisory  functions  and  the 
chartering  of  banks. 

No  funds  derived  from  taxes  or  federal  appropriations  are  allocated  to  or  used  by  the 
Comptroller’s  Office  in  any  of  its  operations.  The  revenue  of  the  Comptroller’s  Office  is 
derived  principally  from  assessments  and  fees  paid  by  the  national  banks  and  income  on 
investments  in  U.S.  Government  obligations.  The  Comptroller’s  Office  is  exempt  from 
federal  and  state  income  taxes. 

The  Comptroller’s  Office  is  a  bureau  within  the  Department  of  Treasury.  The  Department  of 
Treasury  provides  certain  administrative  services  to  the  Comptroller’s  Office,  which  pays  the 
Department  of  Treasury  for  services  rendered  pursuant  to  its  interagency  agreements. 
Periodically,  payments  are  made  in  advance  for  anticipated  services  in  accordance  with 
instructions  from  the  Department  of  Treasury.  Administrative  services  provided  by  the 
Department  of  Treasury  totaled  $2,628,641  and  $2,027,727  for  the  years  ending  December 
31,  1993  and  1992,  respectively. 


Note  2  -  Significant  Accounting  Policies 

Basis  of  Accounting 

The  accounting  policies  of  the  Comptroller’s  Office  conform  to  generally  accepted  accounting 
principles,  and  as  required  by  the  Chief  Financial  Officers  Act  of  1990.  Accordingly,  the 
fmancial  statements  are  presented  on  the  accrual  basis  of  accounting.  Under  the  accrual 
method,  revenues  are  recognized  when  earned  and  expenses  are  recognized  when  a  liability 
is  incurred,  without  regard  to  cash  receipt  or  payment. 

Funds  with  the  U.S.  Treasury  and  Cash 

Cash  receipts  and  disbursements  are  processed  by  the  U.S.  Treasury.  The  funds  with  the 
U.S.  Treasury  are  primarily  trust  funds  that  are  available  to  pay  current  liabilities  and 
finance  authorized  purchase  commitments.  The  Comptroller’s  Office  considers  demand 
deposits  and  overnight  certificate  investments  to  be  cash  equivalents. 
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OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
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Liabilities 

Liabilities  represent  the  amount  of  monies  or  other  resources  that  are  likely  to  be  paid  by  the 
Comptroller’s  Office  as  the  result  of  a  transaction  or  event  that  has  already  occurred. 

Liabilities  are  recorded  in  the  accounts  when  incurred  and  are  removed  when  liquidated  (i.e. 
paid).  Liabilities  represent  the  amounts  owing  or  accruing  under  contractual  or  other 
arrangements  governing  the  transactions,  including  operating  expenses  incurred  but  not  yet 
paid.  Separate  accounts  for  major  categories  of  liabilities  are  maintained  to  facilitate  clear 
and  full  disclosure  of  the  liabilities.  Payments  are  made  promptly  to  take  discounts  offered 
by  vendors  when  the  discount  terms  are  cost  effective.  Payments  are  also  made  in 
accordance  with  OMB  Circular  A-125  "Prompt  Payment  Act." 

Annual ,  Sick  and  Other  Leave 

Annual  leave  is  accrued  as  it  is  earned  and  the  accrual  is  reduced  as  leave  is  taken.  Each 
year,  the  balance  in  the  accrued  annual  leave  account  is  adjusted  to  reflect  current  pay  rates. 
Sick  leave  and  other  types  of  manifested  leave  are  expended  as  taken. 

Tax  Refunds 

In  October  1993,  a  refund  was  received  for  the  overpayment  of  real  estate  taxes  paid  from 
1988  through  1991  on  property  occupied  in  L’ Enfant  Plaza.  Refunds  are  recorded  as 
revenue  when  received. 

Collateral 

Various  banks  in  the  District  of  Columbia  have  deposited  securities  with  the  Comptroller’s 
Office  as  collateral  for  those  banks  entering  into  and  administering  trust  activities.  These 
securities,  having  a  par  or  stated  value  of  $13,945,000  at  December  31,  1993,  are  not  assets 
of  the  Comptroller’s  Office  and,  accordingly,  are  not  included  in  the  accompanying  financial 

statements. 
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Reclassifications 

Certain  fiscal  year  1992  amounts  have  been  reclassified  for  comparative  financial  reporting 
purposes.  This  includes  the  reclassification  of  $2,754,501  related  to  office  supplies,  and 
$1,954,026  related  to  tuition  and  fees.  Due  to  the  material  nature  of  office  supplies,  this 
expense  is  now  shown  as  a  separate  line  item.  Tuition  and  fees  have  been  reclassified  with 
other  similar  expenses.  The  reclassifications  made  do  not  have  a  material  impact  on  the 
financial  statements  of  the  Comptroller’s  Office. 


Note  3  -  Investments 

Investment  securities  reflect  maturities  through  August  15,  1994  and  are  U.S.  Treasury 
obligations  stated  at  amortized  cost  which  approximates  market  value.  Premiums  and 
discounts  on  investment  securities  are  amortized  over  the  term  of  the  investment.  The  fair 
value  of  investment  securities  is  estimated  based  on  quoted  market  prices  for  those  or  similar 
investments.  The  cost  and  estimated  fair  value  of  investment  securities  as  of  December  31, 
1993  and  1992  is  as  follows: 


Market  Value 


1993 

$114.743.996 


1992 

$102.954.616 


Cost  $113,354,047 

Amortized  (Premium)/Discount  692.099 

Investments,  Net  $114.046.146 


$101,263,251 

606.206 

$101.869.457 


Page  7 


152 


OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 
NOTES  TO  FINANCIAL  STATEMENTS 


Note  4  -  Property  and  Equipment 

Property  and  equipment,  including  assets  under  capital  leases,  are  stated  at  cost. 

Depreciation  and  amortization  is  calculated  on  a  straight-line  basis  over  the  estimated  useful 
lives  of  the  assets.  Leasehold  improvements  are  stated  at  cost  less  accumulated  amortization 
computed  over  the  terms  of  the  related  leases  (including  renewal  options)  or  their  estimated 
useful  lives,  whichever  is  shorter.  Expenditures  for  furniture  and  fixtures,  machines  and 
equipment,  portable  computers,  and  motor  vehicles  costing  less  than  $15,000  and  for 
computer  software  and  leasehold  improvements  costing  less  than  $25,000  and  for  all 
maintenance  and  repairs  are  expended  as  incurred. 

The  following  table  summarizes  property  and  equipment  balances  as  of  December  31,  1993 
and  December  31,  1992: 


Service 

Accumulated 

1993 

1992 

Life 

Acquisition 

Depreciation/ 

Net  Book 

Net  Book 

Classes  of  Fixed  Assets 

(yearsl 

Value 

Amortization 

Value 

Value 

Leasehold  Improvements 

11-20 

$  20,435,738 

$  9,055,174 

$  11,380,564 

$  12,701,525 

ADP  Software 

6-10 

1,933,517 

1,836,501 

97,016 

179,657 

Equipment 

6-10 

9,488,227 

7,289,261 

2,198,966 

811,273 

Equipment  under  Capital 
Lease 

4 

44,954 

14,055 

30,899 

42,143 

Building  under  Capital 

Lease 

25 

96,929,338 

9,725,352 

87,203,986 

91,094,127 

Furniture  and  Fixtures 

6-10 

702,394 

615,248 

87,146 

140,374 

Motor  Vehicles 

16,330 

16,330 

0 

0 

Total 

$  129,550,498 

$  28,551,921 

$  100,998,577 

$  104,969,0*> 
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Note  5  -  Leases 
Office  Space  Leases 

The  Comptroller’s  Office  occupies  office  space  in  Washington,  D.C.  under  a  lease  agreement 
with  an  initial  lease  period  of  15  years.  The  lease  provides  for  two  consecutive  five-year 
renewal  options  which  will  provide  for  occupancy  through  the  year  2016.  The  Comptroller’s 
Office  classified  this  lease  as  a  capital  lease. 

The  district  and  field  offices  lease  space  under  agreements  which  expire  at  various  dates 
through  2003.  These  leases  are  treated  as  operating  leases. 

Future  lease  payments  under  office  space  leases  for  the  district  and  field  offices,  as  well  as 
the  Washington,  D.C.  office  are  shown  in  the  following  table: 


Year 

Washington,  D.C. 
Capital  Lease 

District  and 
Field  Offices 
Operating  Leases 

1994 

10,571,800 

10,058,100 

1995 

10,604,900 

9,202,400 

1996 

10,639,700 

8,894,600 

1997 

10,676,200 

7,538,700 

1998 

10,714,500 

8,076,300 

1999  and  after 

195,110.800 

97.868.900 

Total  minimum  lease  payments 

248,317,900 

$141,639,000 

Less:  Amount  representing  interest 

Present  value  of  net  minimum  lease  payments 

153.184.700 

$  95.133.200 

Certain  of  these  leases  provide  that  annual  rentals  may  be  adjusted  to  provide  for  increases  in 
taxes  and  other  related  expenses.  Total  rental  expense  under  district  and  field  office 
operating  leases  was  $12,937,987  and  $13,072,907  for  the  years  ended  December  31,  1993 
and  1992,  respectively. 
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Other  Leases 

The  Comptroller’s  Office  has  leased  equipment  under  two  capital  lease  agreements  which 
terminate  in  1996.  The  annual  lease  payments  for  1994  and  1995  are  $14,592,  and  $10,944 
in  1996.  Interest  and  executory  costs  over  the  life  of  the  leases  total  $6,780,  and  the  present 
value  of  the  net  minimum  lease  payments  is  $33,348. 

The  Statement  of  Operations  and  Changes  in  Net  Position  caption  "Rent,  communications, 
and  utilities"  includes  interest  expense  related  to  capital  leases  as  follows: 


1993 

1992 

Washington,  D.C.  office  space 
Office  furniture 

Equipment 

$  9,811,727 

0 

5.142 

$  9,871,890 
331,718 
1*464 

Total  interest  expense 

S  9.816.869 

S10.205.072 

Note  6  -  Retirement  and  Benefit  Plans  and  Accrued  Annual  Leave 


Retirement  Plans 

The  Comptroller’s  Office  contributes  to  the  Civil  Service  Retirement  System  and  the  Federal 
Employees’  Retirement  System  administered  by  the  Office  of  Personnel  Management  (OPM) 
for  the  benefit  of  U.S.  Government  employees.  The  Comptroller’s  office  contributions 
aggregated  $18,345,000  and  $16,513,000  in  1993  and  1992,  respectively.  The  retirement 
plans  are  participatory.  Under  the  Civil  Service  Retirement  System  the  employer  and 
employee  each  contribute  7  percent  of  salary  to  the  plan.  Under  the  Federal  Employees 
Retirement  System,  13  percent  of  salary  is  contributed  by  the  Comptroller  s  Office  and  .8 
percent  of  salary  is  contributed  by  the  employee. 

Although  the  Comptroller’s  Office  contributes  a  portion  of  pension  benefits  under  the  Civil 
Service^ and  Federal  Employees’  Retirement  Systems  for  its  employees  and  w.thholds  the 
necessary  payroll  deductions  from  them,  it  has  no  liability  for  future  payments  to  employees 
SerTese  programs,  and  is  not  accountable  for  the  assets  of  the  Civil  Semce  and  Federal 
Employees’  Retirement  Systems  nor  does  the  Comptroller’s  Office  have  actuarial  data 
concerning  the  accumulated  plan  benefits  or  the  unfunded  pension  liability  relating  to  its 
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employees.  These  amounts  are  reported  by  OPM  for  the  retirement  systems  and  are  not 
allocated  to  the  individual  employers. 

Benefit  Plans 

The  Comptroller’s  Office  contributes  up  to  5  percent  of  base  pay  for  participants  in  the 
Thrift  Savings  Plan  under  the  Federal  Employees’  Retirement  System.  The  Comptroller  s 
Office  contributions  for  the  savings  plan  totaled  $3,413,777  and  $2,801,912  in  1993  and 
1992,  respectively.  The  Comptroller’s  Office  also  contributes  for  Social  Security  and 
Medicare  benefits  for  all  eligible  employees. 

Similar  to  Federal  retirement  plans,  OPM,  rather  than  the  Comptroller’s  Office,  reports  the 
liability  for  future  payments  to  retired  employees  who  participate  in  the  Federal  Employees 
Health  Benefits  (FEHB)  plans  and  Federal  Employees  Group  Life  Insurance  (FEGLI)  plan. 
The  Comptroller’s  Office  contributions  for  active  employees  who  participate  in  the  FEHB 
plans  were  $1,318,540  and  $818,412  for  1993  and  1992,  respectively.  The  Comptroller’s 
Office  contributions  for  active  employees  who  participate  in  the  FEGLI  plan  were  $108,892 
and  $80,172  for  1993  and  1992,  respectively. 

In  addition,  the  Comptroller’s  Office  sponsors  an  elective  health  insurance  plan  for  those 
employees  who  option  out  of  the  FEHB  plans.  This  elective  plan  is  offered  to  all  current 
employees,  and  is  extended  to  enrolled  employees  when  they  retire  from  the  Comptroller’s 
Office.  This  elective  plan  is  a  defined  benefit  plan,  and  unlike  the  Federal  government  plans 
the  Comptroller’s  Office  is  fully  responsible  for  the  liability  associated  with  this  elective 
plan.  The  Comptroller’s  Office  contributions  for  active  employees  participating  in  the  health 
insurance  plan  were  $10,493,091  and  $10,217,154  in  1993  and  1992,  respectively.  The 
contributions  for  retired  employees  participating  in  the  health  insurance  plan  were  $1,944,547 
and  $1,253,301  in  1993  and  1992. 
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Beginning  in  1993,  the  Comptroller’s  Office  adopted  the  Statement  of  Financial  Accounting 
Standard  (SFAS)  No.  106  "Employers’  Accounting  for  Postretiremen t  Benefits  Other  titan 
Pensions".  SFAS  106  requires  companies  to  systematically  recognize  the  cost  of 
postretirement  benefits  over  the  employee’s  service  period.  The  following  table  reconciles 
the  status  of  the  amount  shown  in  the  Comptroller’s  Office  statement  of  financial  position  at 
December  31,  1993: 


Accumulated  postretirement  benefits  obligation 


Retired  participants 

$25,869,953 

Fully  eligible  active  participant 

8,615,420 

Other  active  plan  participants 

25,645.929 

60,131,302 

Fair  value  of  assets 

0 

Funded  status 

(60,131,302) 

Unrecognized  transition  obligation 

49,610,686 

A 

Unrecognized  prior  service  cost 

0 

Unrecognized  (gain)/loss 

4.617.201 

Accrued  postretirement  cost 

$  5.903.415 

Net  periodic  postretirement  benefit  cost  for  1993  included  the  following  components. 


Service  cost 
Interest  cost 

Amortization  of  transition  obligation  over  20  years 
Net  periodic  postretirement  benefit  cost 


954,720 

4,378,704 

2.611.092 

$7. 944,516 


For  measurement  purposes,  a  13  percent  annual  rate  of  increase  in  the  per  capita  cost  o 
covered  health  care  benefits  was  assumed  for  1994;  the  rate  was  assumed  to  decrease 
gradually  to  5.5  percent  for  2002  and  remain  at  that  level  thereafter.  Slightly  lower  trend 
rates  were  used  for  the  increase  in  the  per  capita  cost  of  covered  health  care  benefits  after 
age  65.  The  health  care  cost  trend  rate  assumption  has  a  significant  effect  on  the  amounts 
reported.  To  illustrate,  increasing  the  assumed  health  care  cost  trend  rates  by  percentage 
point  in  each  year  would  increase  the  accumulated  postretirement  benefit  obligation  as  of 
December  31,  1993  by  $8,804,719  and  the  aggregate  of  the  service  and  interest  cos* 
components  of  net  periodic  postretirement  benefit  cost  for  the  year  then  ended  by  $824,890. 


The  weighted-average  discount  rate  used  in  determining  the  accumulated  postretirement 
benefit  obligation  was  7.5  percent. 
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Note  7  -  Additional  Cash  Flow  Information 

Supplemental  information  on  cash  flows  and  noncash  transactions  is  as  follows: 

1993  1992 

Supplemental  Cash  Flow  Information 

Interest  paid  during  the  year  $  9,816,869  $  10,205,072 

Supplemental  Noncash  Financing  Information 

Capital  lease  obligations  entered  into  $  0  $  44,954 


Note  8  -  Contingencies 

During  1993,  the  Comptroller’s  Office  was  involved  in  litigation  arising  from  the  following 
cases: 

•  In  March  1993,  Branch  Trustee  of  Bank  of  New  England  Corp  v.  United  States  was 
filed  against  the  Comptroller’s  Office.  This  litigation  arises  from  the  insolvency 
declaration  against  the  Bank  of  New  England,  N.A..  Exercising  its  cross-guaranty 
authority,  FDIC  imposed  an  assessment  against  the  Bank  of  New  England  affiliate 
Maine  National  Bank,  which  rendered  that  bank  insolvent  as  well.  The  Trustee  seeks 
$65  million  in  damages.  The  Comptroller’s  Office  believes  that  it  faces  no  liability  in 
this  action  which  was  primarily  directed  toward  the  FDIC. 


•  During  1993,  numerous  officers,  directors,  and  shareholders  of  the  American 
National  Commerce  Bank  filed  a  suit  under  Gamer,  et  al.  v.  USA.  FDIC.  the 
Comptroller’s  Office,  et  al.  in  district  court  against  the  Comptroller’s  Office  claiming 
that  the  bank  was  incorrectly  placed  into  receivership.  This  has  become  a  test  case 
for  the  new  regulatory  power  granted  to  the  Comptroller’s  Office  under  the  1992 
Receivership  Law.  American  National  Commerce  is  seeking  damages  in  excess  of  $1 
billion,  and  is  arguing  that  the  Receivership  Law  is  unconstitutional. 

In  addition  to  the  above,  the  Comptroller’s  Office  is  a  defendant,  together  with  other  bank 
supervisory  agencies  and  other  persons,  in  various  litigation  proceedings  resulting  from  the 
closure  of  national  banks.  In  the  opinion  of  the  Comptroller’s  legal  staff,  the  Comptroller’s 
Office  will  be  able  to  defend  successfully  against  these  complaints  and  no  material  liability  is 
expected  to  result  therefrom. 
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Note  9  -  Statement  of  Budget  and  Actual  Expenses 

The  operations  and  financial  statements  of  the  Comptroller’s  Office  are  based  upon  a 
calendar  year  as  opposed  to  the  Federal  government’s  fiscal  year.  Consequently,  the  budget 
and  actual  expense  data  contained  in  the  Statement  of  Budget  and  Actual  Expenses  is  based 
upon  the  Comptroller’s  Office’s  internal  operating  budget  and  this  statement  does  not  reflect 
the  data  contained  in  the  Budget  of  the  United  States  Government. 
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Southwestern  District 

Dallas  District  Office 

1600  Lincoln  Plaza 
500  North  Akard 
Dallas,  TX  75201-3394 

(214)  720-0656 


Southeastern  District 

Atlanta  District  Office 
Marquis  One  Tower 
Suite  600 

245  Peachtree  Center  Ave .  N  E 
Atlanta,  GA  30303-1223 


Midwestern  District 

Kansas  City  District  Office 
2345  Grand  Avenue 
Suite  700 

Kansas  City,  MO  64108-2683 
(816)  556-1800 


Western  District 

San  Francisco  District  Office 
50  Fremont  Street 
Suite  3900 

San  Francisco,  CA  94105-2292 
(415)  545-5900 


(404)659-8855 


Special  Fourth  Class  Rate 
Postage  and  Fees  Paid  by 
Comptroller  of  the  Currency 
Permit  No.  G-8 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Washington,  D.C.  20219 

OFFICIAL  BUSINESS 
Penalty  for  Private  Use  $300 


